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The elder members of the legal profes- 
sion have for years referred to Massachu- 
setts, reverently, as the “Common Law 
State.” A new law there sets up a 
commission to investigate—‘relative to 
the establishment of community prop- 
erty rights between husband and wife.” 
If Michigan, Nebraska, Pennsylvania 
and others can have it—why not Massa- 
chusetts? Authoritative articles on these 
new synthetic community property states’ 
laws are scheduled by authoritative 
authors as one of the big features of 
our next issue. Also, the reader will 
enjoy the scholarly “Taxation of De- 
ferred Compensation Under Non-quali- 
fying Annuity Plans,” by Walter D. 
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LETTERS 





Sir: It may seem strange for a practitioner 
to be crying out against the weakening of 
the forces against which he must pit his 
talents in defense of his clients’ interests. 
The reduction effective July 1 in the budget 
of the Bureau of Internal Revenue may be 
expected rather to evoke from the tax attor- 
ney or accountant an ejaculation of “Bravo, 
Congress! That’s a neat crack in the Treas- 
ury armor.” Indeed, whisperings have been 
heard among tax men: “It will be easy 
pickings now.” But those whisperings are 
not representative of the profession. 


The most callous self-interest dictates 
otherwise. The softer the Bureau becomes, 
the less work there will be for the tax pro- 
fession. But the reason for the general op- 
position of the tax profession to the cut in 
the Bureau’s budget goes far deeper than 
this. The tax attorney or accountant knows 
taxpayers. He knows that most of them 
are honest, that most of them would file 
true returns and pay their correct taxes, 
subject to honest differences of opinion, no 
matter how thin the Bureau staff might be. 
He knows also that the rank and file of 
taxpayers, the broad mass that get their in- 
come in the form of salaries and wages, 
necessarily pay off in full because it’s taken 
from them at the source. He knows fur- 
ther that there are some taxpayers—and not 
all of them very small—the fullness of whose 
tax payments depends upon the thoroughness 
of the Bureau’s agents and the power and 
energy of its legal staff. He knows that for 
every dollar saved in Bureau payroll the 
dishonest taxpayers will save twenty and 
the honest ones will have to make it up. 


If tax rates and the number of taxpayers 
were reduced, there would be some justifi- 
cation for a cut in the Bureau staff. Even 
then the cut should be restricted at the be- 
gining to the departments handling the new 
returns. Imagine a credit house cutting its 
collection department now because it ex- 
pected its sales to fall off two or three years 
hence! If both tax rates and the number 
of taxpayers were cut in half now, the reve- 
nue agents would not reach the reduced 
program for at least eighteen months, and 
the Bureau attorneys would not reach it for 
three years. 

As it is, Congress has said to the tax- 
payer with the yen for a too easy dollar 
(in multiples of a few thousand or more): 
“There’s a better than even chance you'll 
get by with it.” And the honest man will 
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bear the loss. As a great sage once said, 
speaking in reverse, the fool is an honest 
man, 


Los Angeles George T. Altman, 


Str: I was much interested in the article 
entitled “Restrictive Stock Agreements and 
Estate Tax Minimization” in the May, 1947 
number of The Tax Magazine at page 413. 

Last year several attorneys in Milwaukee 
devised a somewhat similar plan for avoid- 
ing the long delay in settling estates due to 
absurd valuations made by examining offi- 
cers. In this jurisdiction, and, I believe, in 
many other jurisdictions, examining officers 
place a value on stock of closely held cor- 
porations of about double the true market 
value of the stock at the time of the death 
of the decedent. Such arbitrary valuation 
is made for the purpose of “horse trading.” 
Sometimes there is a delay of two years or 
more before such valuation has been reduced 
by the Tax Court or District Court, or by 
compromise. 

Our plan is as follows: A binding agree- 
ment is made between a stockholder and 
a purchaser of his stock by which the stock- 
holder agrees to sell and the purchaser 
agrees to buy the stock on the death of the 
stockholder at the fair market value thereof 
at the time of the death of such stockholder 
as determined by a disinterested appraiser. 
We have frequently selected a concern like 
Price, Waterhouse & Company if it is acting 
as accountant for the corporation in ques- 
tion, or some stock or bond house whose 
appraisals would be looked upon as fair and 
above suspicion of being influenced by the 
parties. We have usually provided in the 
contract that such valuation shall be deter- 
mined in accordance with the method out- 
lined in the Estate Tax Regulations, so that 
it will be clear that the method of valuation 
adopted will be precisely the same as the 
method which should be adopted by the 
Commissioner. We also provide the ma- 
chinery for notifying the appraiser and for 
payment for the stock as soon as the ap- 
praisal has been completed. 

We are not seeking to deprive “Uncle 
Sam” of a single nickel of legitimate taxes. 
We are merely seeking to substitute a fair 
appraisal for the dishonest appraisals made 
by the examining officers and avoid the 
expense and delay incident to contesting 
such dishonest appraisals. 

Milwaukee Douglass Van Dyke 
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Thirty-Two Days and Five Senators 


If there is any distinction in it, the Presi- 
dent has the honor of being first to veto a 
tax reduction bill twice within almost thirty 
days. He sent the first one back to the 
Congress with his not-the-right-kind-and- 
not-the-right-time-message on June 16, 1947, 
and he vetoed what is practically the same 


bill on July 18, 1947. 


During the last week of debate the tax- 
minded Senators did their very best at prose- 
lytizing, with little success, for the vote on 
the passage of the new bill was not enough 
to carry it over a Presidential veto—but 
only two converts are needed, and it’s getting 
late in the ninth inning, for Congress plans 
to call a game on or about July 26. 


During the last week, when the bill was 
being debated in the Senate, Senator Milli- 
kin asked the rhetorical question: “Because 
times are good, should we compel the work- 
ers to work from 14 to 275 days a year for 
the tax collector?” As in the case of most 
rhetorical questions, they prompt either no 
answer or one of like kind, such as Senator 
Fullbright’s: “When deflation comes I go 
for tax reduction I believe that the 
standard of living in this country is higher 
than it is in any other country in the world. 
If this standard is maintained, I think it is 
justifiable for the good of the people them- 
selves, in order to prevent a complete blow- 
out at the top and a complete depression, 
such as we had in 1932, to work for the 
government the required number of days 
mentioned by the Senator.” 


This argument, of whether tax reduction 
should come in good times or bad, can 
echo from the reinforcing beams in the 


Washington Tax Talk 


Senate Chamber all day long without 
settling anything. In bad times not only 
will the taxpayer, the little one, receive a 
reduction in taxes, he is also likely to 
receive a 100 per cent reduction in wages. 
If tax reduction by an act of Congress is 
put into effect at that time, and unemploy- 
ment occurs, as it does in a depression, 
the Treasury is sure to receive a reduction 
in revenue from two factors—the worker’s 
failure to earn taxable income and the re- 
duction in the rate. 


Conflicting with these discussions is the 
statement of the Securities and Exchange 
Commission that American business, ex- 
clusive of agriculture, is planning to spend 
in the third quarter of this year the record 
sum of $3.8 billion. This represents an in- 
crease of over $600 million, more than the 
amount expended for the same purposes in 
the first quarter of 1947. There is certainly 
no recession-thinking indicated in these 
plans; to the contrary the anticipated ex- 
penditure of such a sum is the expression 
of great confidence in the future of the 
economy. $3.4 billion of this amount will 
be spent by corporations, the balance by 
unincorporated businesses. In addition to 
the expenditures for new plans and equip- 
ment, business will likely spend another 
$100 million on rehabilitating old equipment 
and machinery. It’s a wonder some of the 
Senators have not pointed to these figures 
—look at the investments corporations are 
making since they received their tax re- 
duction last year. 


Tax reduction was also being discussed 
in another part of the country during these 
past thirty days. The Conference of State 
Governors, held in Salt Lake City, July 14 
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to 16, made the headlines, mostly because 
of the presidential campaign issues that 
might develop from the meeting. Governors 
Dewey of New York, Warren of California 
and Green of Illinois, are the most often 
mentioned presidential possibilities. At a 
news conference, Governor Dewey proposed 
that the states and the federal government 
divide the tax field and eliminate the compe- 
tition for the taxpayer’s dollar that now 
exists between them. The plan was out- 
lined to the Conference by Governor Dris- 
coll of New Jersey. 


He proposed that the federal government 
withdraw from the alcoholic beverage, in- 
heritance, and amusement tax fields, leaving 
them to the exclusive enjoyment of the 
states. Many of the Governors immediately 
took issue with the proposals, stating that 
their states might not survive, financially, 
if nuisance taxes were to be their main diet. 
In exchange for these pre-emptive rights, 
the states would withdraw from the field of 
individual and corporate income taxes. 


The California Governor strongly opposed 
giving up the right to tax incomes, both 
corporate and individual. It is no wonder, 
with the number of residents of large in- 
comes in the state and the growing indus- 
trialization that is taking place there. This 
state derives an estimated annual revenue, 
from these taxes, of $600 million. The states 
want to keep their sales and use taxes, thus 
spiking any designs the federal government 
might have on this lucrative field, (several 
of the postwar tax plans offered have advo- 
cated a federal sales tax). 


In fact, California believes that each state 
should enact taxes according to the state’s 
individual background and not according to 
a national formula of general application to 
all the states. 


The Governor of Nevada proudly an- 
nounced that ninety per cent of the land 
in his state was federally owned and there- 
fore exempt; but in spite of this, his state 
has no income, sales or inheritance taxes. 
Governor Dewey remarked: “That must 
be paradise.” On the record of the confer- 
ence, however, there is a resolution to elimi- 
nate the tax competition between the states 
and the federal government and continue a 
committee to study the method of putting 
such a plan into effect. 


The Governors’ plan, which would reduce 
taxes somewhat by doing away with over- 
lapping levies, can materialize only in the 
distant future. Possibly 1948 may bring a 
reduction in the federal tax; at present that 
seems to be the administration’s intention, 
and thirty-six Senators support this in- 
tention. Of the states represented by those 
Senators voting against the bill July 14, 
only seven represented a vote of both Sena- 
tors—Alabama, Arizona, Arkansas, Florida, 
Louisiana, New Mexico and South Carolina. 
The total federal income tax collections 
from these seven states amounts to almost 
$1,200 million or about one twentieth of the 
forty-eight state total of $29 billion. But 
when it came to the veto, the House, where 
revenue bills must originate, produced more 
than enough Congressmen to override (299 
to 108), but the Senate lacked five. Five 
against fifty million. Thirty-two days and 
five Senators later—no tax reduction in 1947, 


INCOME PAYMENTS TO INDIVIDUALS 


(SEASONALLY ADJUSTED, 1935-39 = 100) 
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1945 
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Public Employment 


The percentage of federal employees to 
total federal, state and local public employ- 
ment is falling, as it should be, since the 
end of the war. 


The January, 1947 total of 2.3 million 
federal employees was only .1 million above 
the June, 1942 level, having dropped .6 
million since January, 1946 and a total of 
1.1 million from the January, 1945 level. 
On the other hand, state and local govern- 
ments continue their postwar upward trend 
in employment. State and local government 
staffs now exceed the 
pre-war employment lev- 
els because of expansion 
of activities since the 
war and the resumption 
of work on a large back- 
log of deferred projects 
—particularly repair and 
construction work, 


The first quarterly sur- 
vey of public employment 
was made by the Census 
Bureau in January, 1940 
when the total number 
of public employees— 
federal, state and local 
was 4.3 million. Up to 
January, 1940 there was 
an upward trend each 
year until January, 1945 
when 6.6 million persons 
were employed by gov- 
ernments of the United 
States. Peak employment 
was reached July, 1945 
when 7.0 million persons 
were on the public pay 
rolls. These increases 
resulted from the expan- 
sion in federal govern- 
ment employment during, 
the war. The activities 
of the state and local 
governments were cur- 
tailed for the duration, 
but their reduction of 
employment did not off- 
set the large gains in fed- 
eral employment. Since 
January, 1945 there have 
been reductions in fed- 
eral personnel. These 
have been of sufficient 
Size to decrease the 
total number of public 
employees in spite of 
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BUREAU OF THE CENSUS 


increases accorded to state and local gov- 
ernments. 


George Altman has written a vigorous 
protest against the reduction of Internal 
Revenue Bureau personnel which is printed in 
our Letter column. Already several Congress- 
men are beginning to protest the drastic reduc- 
tion in Bureau personnel throughout the 
country. Even those who have activated the 
reduction in appropriations program have said 
they didn’t mean that collectors, agents, 
etc., in the home district should be dis- 
missed. Commissioner Nunan appeared 
twice before an Appropriations Committee 
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urging that his request not be slashed, as 
it would seriously affect the efficient col- 
lection of revenue. Unlike such things as 
broadcast to Europe and Russia, the work 
of the agents in uncovering great sums of 
hidden incomes had a definite profit ratio, that 
is, for every employee the Bureau is forced 
to lay off, thousands of dollars in tax are 
lost, because reduced personnel cannot 
process enough returns within the statutory 
limits. 


Through the fiscal year 1945 the Bureau’s 
19,000 enforcement collected $1 
billion which they otherwise would not have 
collected had no investigation been made. 
In 1944 the sum was $814 million and in 
1946 they collected an all-time high of 
$1,478 million. Broken to smaller figures 
it looks something like this: 


officers 


In 1944, 16,000 agents collected about 
$50,800 per agent 

In 1945, 19,000 agents collected about 
$52,600 per agent 

In 1946, 24,000 agents collected about 


$61,500 per agent 


This public pay roll question is one that 
cannot be settled by any bull-in-a-china- 
shop-method. Knowing whom to fire and 
when is the gist of the problem. Demand- 
ing more government agencies and services 
and at the same time reducing personnel 
is in the same dementia category as high 
wages and low prices without high pro- 
duction. In one case it’s profits that feel 
the squeeze, and in the other it’s Uncle’s 


pocketbook. 


Community Property 


Pardon the cliché, but “The 
always greener in the neighbor’s yard” just 
about wraps up the community property 
situation; and we hope now that Michigan, 
Nebraska, Oregon and Pennsylvania leaped 
the fence they won’t find the place full of 
chiggers. 


grass is 


The income tax saving looks good and 
it may be, but now some residents in these 
states are beginning to learn that trusts 
and wills may have to be revised and some 
husbands are chagrined to learn that the 
ever-loving wife has the power to will one- 
half of the community property. Lawyers 
can find some nice business in these new 
statutes. Community property law will be 
studied vigorously by many a “common- 
law” lawyer only to find that in addition 
to the tax ramifications it extends into con- 
veyances, trusts, wills and torts. 
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Oddly enough California rese 
community property states. Her legislature 
has memorialized Congress to prevent the B 
conversion of traditionally common-law State 
to the Spanish-heritage system, It’s jus 
like moving her weather to Michigan, Ne 
braska and Pennsylvania. 
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Vacation Taxes 


Vacationing sportsmen will provide the 
Treasury with a nice sum from the tax , 
sporting goods, firearms, shells and car. 
ridges. The 1946 revenue from these special 
excises last year was nearly double tha 
of 1945. In 1946 these taxes produced the 
following amounts: 

Sporting goods 

Firearms, shells and cart- 

ridges ee $ 7,646,693.12 

Pistols and revolvers $ 242,309.99 


These will continue to be lucrative, Ac- 
cording to Pathfinder magazine, sporting 
goods manufacturers expect to sell about 


th? 


12,882,521.74 


595 million dollars’ worth of thirty-five lines fe 
annually from 1947 to 1950. Top-ranking mp 
lines are: Cartridges, 81 million dollars; Roe 
shotguns, 19 million dollars; rifles, 17 pai 
million dollars; bicycles, 79 million dollars; bility 
outboard motors, 30 million dollars; fishing ies 
a cage ° corpo 

rods and reels, 22 million dollars; and golf 
clubs, 18 million dollars. Ob 
A yvacationer cannot leave without proper . 


luggage—and in 1946 the treasury received rie 
$86,619,962.70 from the retailers’ excise tax 


cit posi 

on this item. sa 
has 

Enforcement - 
thre 


of Internal Revenue Laws 


P. L. 147 directs the Joint Committee on 
Internal Revenue Taxation to make a study 
of the enforcement of internal revenue laws, 
with a view to ascertaining what size the 
3ureau of Internal Revenue staff should be 
to insure the maximum collection of taxes. 
The report on the study is due on or betore 


and 


nu 
por 
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pa 





in 
January 3, 1948. ot 
cc 
Canadian Tax Cut st 
ss ti 
The latest Canadian tax cut, effective July 
1, reduced income taxes by an average of : 
twenty-nine per cent. This reduction Is the : 
third received by Canadians in three _ ; 
Their personal income tax load has = 
lightened fifty-one per cent from the | ’ 
rates. Income taxes in Canada are now ) 
lower than those in the United a i | 
all levels. [The En 
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When Cooperatives Venture 
into New States 


By EDWARD ROESKEN of the New Jersey Bar 


F A COOPERATIVE seeks to project 

itself into a state other than that in which 
it was incorporated, a question immediately 
arises as to the necessity of obtaining au- 
thority to do business there and as to lia- 
bility for the payment of initial and annual 
corporation taxes. 


Obtaining authority to do business ordi- 
narily involves paying initial fees or taxes 
and filing certain documents. A coopera- 
tive company is thus in much the same 
position as any corporation for profit which 
considers entering a new state in which it 
has not previously carried on interstate ac- 
tivities. If it formally enters the state, 
through the filing of the necessary papers 
and the payment of the initial fees or taxes, 
it usually becomes subject to the same an- 
nual taxes payable by ordinary business cor- 
porations, unless the statutes of that state 
specifically exempt cooperatives from a 
particular tax. 


No general rule can be laid down outlin- 
ing the procedure to be followed in the 
obtaining of authority by an incorporated 
cooperative association to do business in 
states into which it is venturing for the first 
time, since the steps required to be taken 
vary widely among states. In some, com- 
paratively few in number, special provisions 
relating to the qualification of cooperatives 
are to be found; in other states, a much 
larger group, qualification is effected by 
compliance with the requirements govern- 
ing the admission of foreign business cor- 
Porations organized for profit. In a third 


Cooperatives 


group of states, there are no statutory pro- 
visions which clearly have application to 
the admission of cooperatives; in this group 
some uncertainty may be said to exist as to 
the procedure to be followed by a coopera- 
tive in entering the state. 


Doubtless, with the passage of time and 
a continued growth in the importance of 
cooperatives in the national economy, the 
statutory requirements gradually will take 
more definite form, with, possibly, special 
uniform provisions throughout the states 
governing the qualification of cooperative 
companies. 


Qualification 


The most common procedure followed 
today in securing authority to do business 
involves at least the filing of a certified copy 
of the corporation’s charter with a state 
official or board, together with a statement 
designating an agent upon whom process 
may be served in suits against the company 
instituted in the state courts. In isolated 
instances, the filing of a copy of the by- 
laws or of a written consent of the agent 
for the service of process is required. As 
there is no uniformity in procedure or in 
the fees exacted, the laws and practice of 
each jurisdiction must be consulted to de- 
termine its specific requirements. The Sec- 
retary of State is the official to whom the 
initial fees or taxes are most frequently paid, 
particularly in states where the qualification 
procedure is applicable to foreign business 
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corporations generally. While the fees fre- 
quently consist of flat amounts for the filing 
of each required document, it is not unusual 
for the fee exacted for the recording of cer- 
tain papers to depend upon their length and 
to be graduated at a stipulated amount “per 
page” or “per folio.” 


Whether such qualification or authoriza- 
tion to do business is required, depends 
upon whether the proposed activities con- 
stitute ‘doing business” within the state. 


The necessity of the qualification of an 
incorporated cooperative and the payment 
of initial fees or taxes is ordinarily deter- 
mined in much the same manner as the 
necessity of the qualification of the average 
foreign business corporation is determined. 
The rule usually applied indicates that when 
a foreign corporation transacts some sub- 
stantial part of its ordinary business in the 
state, it is regarded as “doing business” there 
and required to be qualified. This rule has 
been stated as follows: 


“It is established by well considered gen- 
eral authorities that a foreign corporation 
is doing, transacting, carrying on, or engag- 
ing in business within a state when ‘it trans- 
acts some substantial part of its ordinary 
business therein.’ 20 Corpus Juris Secundum, 
Corporations, Sec. 1829, p. 46.” ? 


As there is almost a complete lack of 
decisions on the activities of cooperative 
companies and their liability to compliance 
with state qualification requirements, coun- 
sel for such companies usually look to the 
decisions on the doing of business by ordi- 
nary business corporations for light in de- 
termining the necessity of qualification by 
a cooperative company. 


Some decisions indicate that qualification 
of an ordinary business corporation may not 
be required where a corporation carries on 
certain preliminary or restricted activities, 
such as the performance of isolated trans- 
actions, the mere ownership of real estate 


or the furtherance of interstate or foreign 
commerce. 


isolated Transactions 


The first question usually raised is whether 
the contemplated activity in the foreign state 
involves a mere temporary presence there 
to perform a single act. Where the activi- 
ties of an unlicensed foreign cooperative 





1 Royal Insurance Company, Ltd. v. All States 
Theatres, Inc., 6 So. (2d) 494. 


696 











corporation within a given state are to be 
limited to but one occasion of its presence 
there for a very brief period, it seems rea- 
sonable to assume the applicability of the 
rule that an isolated transaction does not 
entail qualification. This rule has been 
long established in decisions involving cor- 
porations for profit.* Counsel have found 
that a corollary of this rule is the necessity 
for qualification where a single transaction 
involves the activities of employees of a 
foreign corporation within a state for a con- 
siderable period, or where the activities 
necessarily imply that further intrastate 
operations will be carried on by the corpo- 
ration.* 


Ownership of Real Estate 


The mere ownership of a single piece of 
real estate by an unlicensed foreign corpo- 
ration, other than a real estate company, 
has been held in a number of states not to 
amount to the doing of business by the 
corporation so as to require it to obtain 
authority to do business.* Exceptions to 
this type of ruling, however, may be noted. 


In six states, Colorado, Florida, South 
Dakota, Washington, West Virginia and 
Wisconsin, there are statutes to the effect 
that no foreign corporation shall acquire, 
hold or dispose of property in the state until 
it has complied with the qualification re- 
quirements. 


In two states, Idaho and Utah, statutory 
provisions deny an unlicensed foreign cor- 





2 Cooper Manufacturing Company v. Ferguson, 
113 U. S. 727; United Mercantile Agencies ¥. 
Jackson et al., 166 S. W. (2d) 807; McMillan 
Process Company v. Brown, 91 P.. (2d) 613; 
Dime Savings & Trust Company v. Humphreys, 
52 P. (2d) 665. 

3 Palm Vacuum Cleaner Company v. Bjorn- 
stad et al., 161 N. W. 215; State ew rel. Lay 
v. Arthur Greenfield, Inc., 205 S. W. 619; Hof- 
man Construction Company v. Erwin, 200 Atl. 
579. 


4 Martin v. Bankers Trust Company, 156 Pat. 
87 (Ariz.); Hooker v. Southwestern Improve 
ment Association, 150 S. W. 398 (Ark.); Davies 
et al. v. Mt. Gains Mining & Milling Company, 
286 Pac. 740 (Cal.); General Conference of Free 
Baptists v. Berkey et al., 156 Cal. 466, 105 Pac. 
411; North Dakota Realty & Investment Com 
pany v. Abel, 155 N. E. 46 (Ind.); Blodgett ». 
Lanyon Company, 120 F. 893 (Kans.); Elect 
Railway Securities Company v. Hendricks, é 
al, 232 N. W. 367 (Mich.); Parker v. Wear, 
S. W. 57 (Mo.); Uihlein v. Caplice Commercial 
Company, 102 Pac. 564 (Mont.); Booldin et a 
v. Taylor et al., 278 S. W. 340 (Tenn.) ; Wilson’. 
Peace, 85 S. W. 31 (Tex.). 
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oration doing business the power to hold 
ee property prior to qualification.® 


In three additional states, Illinois, Ken- 
tucky and Oregon, the ownership of real 
estate by an unlicensed foreign corporation 
has been held to constitute “doing business 
as to require qualification. 


Maintenance of Bank Account 


Sometimes the question arises as to 
vhether an unlicensed foreign corporation’s 
mere maintenance of a bank account in a 
sate would make it necessary for the com- 
pany to obtain authority to do business. 
Decisions which involve only this limited 
activity appear to be lacking. There are, 
however, decisions in which several activi- 
ties within a state, of which the maintenance 
ofa bank account was one, were regarded 
4s not constituting the “doing of business” 
s9 as to require such authority to be ob- 
tained.” 


If the proposed activity contemplates a 
continuous series of transactions rather than 
anisolated act, it is possible that the activity 
may be limited to the furtherance of inter- 
state commerce and that an immunity from 
the necessity of qualification may be found 
by counsel on this ground. If so, this im- 
munity would stem from a provision in Ar- 
tie 1, Section 8, of the Constitution of the 
United States, the “interstate commerce” 
cause, under which Congress is given 
power to regulate commerce among the 
several states; as a result, the states are 
not permitted to restrict interstate com- 
merce by placing the burdens of taxes or 
similar restrictions upon it. Without doubt, 
the long-established rules relating to inter- 
state commerce and the necessity of the 
qualification of business corporations have 
equal application to cooperative companies 
engaged in interstate commerce only with 
respect to a given state, and make qualifica- 
tion and the concomitant payment of initial 


‘In New York, by statute, the mere owner- 
ship of real property in the state is the equive- 
lent of “doing business’? for the purpose of 
the franchise taxes imposed upon ordinary busi- 
hess corporations and real estate and holding 
companies. (Tax Law, Article 9, Section 182, 
and Article 9-A, Section 209.) 


°Pennsylvaniu Company for Insurance on 
Lives v. Bauerle, 33 N. E. 166 (Iil.); Greene v. 
Kentenia Corporation, 194 S. W. 820 (Ky.); 
pang Land Company v. Bohrer, 152 Pac. 869 

re.). 

"Badische Lederwerke v. Capitelli, 92 Misc. 
260, 155 N. Y. S. 651; Fruit Dispatch Company 
v, Wood et al., 42 Okla. 79, 140 Pac. 1138. 


Cooperatives 


fees unnecessary where interstate business, 
and interstate business only, is carried on.* 


Similarly, where only foreign commerce 
is furthered in a state other than that in 
which a cooperative corporation has been 
organized, a similar immunity from the 
necessity to qualify should exist. In the 
“interstate commerce” clause of the Con- 
stitution, previously mentioned, Congress is 
also given power “to regulate commerce 
with foreign nations.” While this provision 
rarely has been construed so far as it relates 
to the necessity of the qualification of a 
foreign corporation, whether profit, non- 
profit or cooperative, in a state in which its 
activities are limitea solely to the further- 
ance of foreign commerce, such decisions as 
are available indicate that a foreign corpo- 
ration, so engaged, may not be burdened 
with state taxes or restrictions which would 
hamper such foreign commerce.® 


Maintenance of Office 


Whether or not a corporation may enter 
a state in which it is not authorized to do 
business and maintain an office there without 
qualification, depends upon the activities to 
be carried on by that office. If only inter- 
state commerce or foreign commerce is to 
be promoted by a cooperative company in 
such a state, it may not be necessary to 
qualify.” Engaging in both interstate and 
intrastate business at an office in such a 
state, would, of course, subject the company 
to the local jurisdiction for tax and other 
purposes." As to the leasing of an office, 
it has been held that the mere execution 
of a lease of real property located in such 
a state did not, of itself, constitute the doing 
of business so as to require qualification.” 


’ Typical of the decisions of the Supreme 
Court of the United States are Furst € Thomas 
v. Brewster et al., 282 U. S. 493; Alpha Port- 
land Cement Company v. Massachusetts, 268 
U. S. 203; Sioux Remedy Company v. Cope, 235 
U. S. 197; International Text Book Company 
v. Peterson, 218 U. S. 664. See also Nebraska 
Wheat Growers’ Association v. Norquest, 113 
Neb. 731, 59 S. Ct. 379. 


°W. B. Clarkson Company v. Gans Steamship 
Line, 187 S. W. 1106; United Fruit Company v. 
Department of Labor and Industry, 25 A. (2d) 
171; Anglo-Chilean Nitrate Sales Corporation v. 
State of Alabama, 288 U. S. 218. 

0 International Text Book Company v. Tone, 
220 N. Y. 313, 115 N. E. 914; Federal: Schools, 
Inc. v. Sidden, 188 Atl. 446. 

11 Southern Natural Gas Corporation et al. v. 
State of Alabama, 301 U. S. 148; Atlantic Lum- 
ber Company v. Commissioner of Corporations 
and Taxation, 298 U. S. 553. 

12 Ferkel v. Columbia Clay Works, 192 F. 119: 
Dold Packing Company v. Doerman, 293 F. 315. 
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The use of the property leased would, of 
course, be the deciding factor considered by 
counsel in determining whether authority 
to do business must be secured in the states 
which require qualification. 


Purchasing 


Many cooperatives have been formed to 
effect purchases for groups engaged in a 
particular type of activity. These are re- 
ferred to as “purchasing cooperatives” or 
“consumers’ cooperatives.” 


Where an incorporated cooperative sets 
up a place of business in a new state to 
effect continuous purchasing of food, goods, 
wares or merchandise, counsel doubtless will 
come to the conclusion that the company is 
“doing business” there in such a way as to 
call for its compliance with existing quali- 
fication requirements. Purchasing, under 
such circumstances, is an essential part of 
the cooperative’s ordinary business. A cor- 
poration’s presence within the state, when 
such purchasing activities are carried on 
continuously, cannot very well be denied.” 
However, a single purchase or even occa- 
sional purchases made within a state have 
been held not to amount to the doing of 
business.” 


The purchase of materials in a state which 
is followed by their sale and delivery to 
persons within the same state, would, of 
course, be regarded as carrying on business 
there, and would require qualification.” 


Where, however, a corporation limits its 
activities in a state to effecting purchases 
with the intention that all goods purchased are 
to be shipped to another state, and where 
the goods are so shipped immediately after 
the purchase, it has been ruled that such 
transactions are interstate transactions which 
do not require qualification on the part of 
the purchasing corporation.” Generally, how- 
ever, this rule is not regarded as applying 
to situations which do not come strictly 
within its terms. Purchases in a state fol- 


183 Meade Fibre Company v. Varn et al., 3 F. 
(2d) 520; Billingslea Grain Company v. Howell, 
205 S. W. 634. 


14 Dower Lumber Company v. Whitcomb et al., 
54 Mont. 141, 168 Pac. 947; Schulte v. Long 
Island Machinery & Equipment Company, Inc., 
173 So. 569. 


6 R, J. Brown Company v. Grosjean, 180 So. 
634. 


1% Dahnke-Walker Milling Company v. Bon- 
durant, 257 U. S. 282; Union Cotton Oil Com- 
pany v. Patterson, 116 Miss. 802, 77 So. 795; 
Kansas City Wholesale Grocery Company v. 
Weber Packing Corporation, 93 Utah 414, 73 P. 
(2d) 1272. 
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lowed by the assembling and temporary 
storing of the goods before shipment sand 
the state, have been held to constitute deine 
an intrastate business, which would subj * 
an unlicensed foreign corporation we ao 
alty for its failure to obtain authorization 
to do business.” Under such circumstance 
the transactions are regarded as Completes 
within the state before the interstate an 
merce begins and are thus local transactions,* 


Marketing 


Important as the purchasing cooperatives 
loom in their field, the marketing coopera- 
tives are of far greater economic importance 
since, in membership and volume of buysi- 
ness, they often outnumber the purchasing 
cooperatives in a ratio of three or four to 
one or more. 


Without doubt, by sending personal prop- 
erty into a state in which it is not licensed, 
to be stored there and later distributed to 
persons in that state, a cooperative would 
place itself in a position where it could be 
regarded as ‘doing business” so as to be 
subject to qualification and the payment 
of annual taxes. The rule is almost uni- 
versal that where a business corporation 
maintains within a state a stock of goods 
from which deliveries are subsequently made 
to customers within that state, qualification 
as a foreign corporation is required and lia- 
bility for annual taxes arises.” 


Shipments on Consignment 


Where shipments of goods into a state 
are limited to consignments to an independ- 
ent dealer who sells the goods to his own 
customers and remits the sales price less his 
commission, it has been held that such 
transactions are interstate transactions no* 
requiring authority to do business locally on 
the part of the shipper.” There is no magic 
here in the word “consignment,” and every 
shipment made “on consignment” does not 
necessarily come within this rule. The mere 
shipment of goods across state lines by an 
owner of the goods, consigned to itself in the 

11 Sunlight Produce Company v, State, 3 
S. W. (2d) 342. 

8 State v. Pioneer Creamery Company, 245 
S. W. 361. 

1 Manhattan Terrazzo Brass Strip Company, 
Inc. v. A. Benzing & Sons et al., 50 N. E. (20) 
570; Cheney Bros. v. Commonwealth, 246 U.§ 
147. 

2 Butler Brothers Shoe Company V. United 
States Rubber Company, 156 F. 1, cert. den. 212 
U. S. 577; Furst & Thomas v. Brewster et al., 
282 U.S. 493. 
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‘oreign state, is not necessarily interstate com- 
ma for “an interstate transaction contem- 
olates a consignor without and a consignee 
vithin a state Or vice versa, ~ Where a ship- 
ye is consigned to one who iS merely an 
sent of an unlicensed foreign corporation for 
‘he general disposition of its property within 
pie state, it may be anticipated that the 
dipper will be regarded as doing business 
and required to be qualified.* 

Consignment shipments by cooperatives 
are, therefore, weighed by counsel, who consid- 
+ the payment of initial and annual taxes 
by determining whether the cooperative has 
relinquished control over the property 
through shipment to an independent dealer 





ih as if it were his own, or has retained 
control and, for all practical purposes, has 
isposed of the property in the foreign state 


WIS} 


oits own customers, 






financial Cooperatives 


Counsel for the financial or banking type 
f cooperative, such as credit unions and 
production credit associations, find the deci- 
sions on the doing of business by finance 
companies helpful in determining their com- 
panies’ liability for qualification require- 
ments and annual taxes. These decisions 
have ruled that finance companies were not 
“dong business” where they did not main- 
ain either offices, agents or representatives 
n the foreign state. In some instances, 
wever, agents did enter the state in order 
) solicit purchases of commercial paper 
which were approved outside that state; but 
ere the courts stressed the fact that both 
the approval of the contracts and the pay- 
ments made in connection with them were 
fected outside the foreign state.** Financial 
‘corporations have been regarded as “doing 
business,” however, under circumstances 
where a permanent local agent carried on 
business in the corporate name without first 
obtaining the approval of the company’s 
home office in another state,” and where the 
«, hansas City Structural Steel Company v. 
‘tate of Arkansas, 269 U. S. 148; Western Paper 
Bag Company v. Johnson et al., 38 S. W. 364. 
Hogan v. Intertype Corporation, 136 Ark. 
2, 206 S. W. 58, 
Pe ggg ag bog no = ———: 
v. Davis, 169 So. 579 F ~ec Ret pond ig nd 
Strip Company, Inc. v. A. Benzing & Sone et al. 
nae : . { « “2 
30 N. E. (2d) 570. 
wes et al. v. General on 
trial Acceptance rt sm &. Hacring: 253 TL. 
‘ 9, . 


App. 97; Refrigeration Discount Corporation v. 
Turley, 198 So. 731. 


-, . mance Corporation 
48. W. (2d) 254. 


Cooperatives 


of America v. Stone, 


transactions carried on by a permanent local 
agent, although approved in another state, 
were finally completed in the state in which 
the agent was located.” Thus, the estab- 
lishment of a permanent place of business in 
a state, in charge of a local agent clothed 
with considerable discretion and authority, 
tends to give transactions carried on within 
the state the character of intrastate business, 
which would subject the organization to com- 
pliance with qualification and tax requirements. 


Annual Taxes . 


Much of what has been written previously 
has related to “initial taxes.” Payment of 
“annual taxes’”—those recurring annually—to 
which corporations are subject, is dependent 
to a considerable degree upon whether lia- 
bility already exists for the payment of the 
initial taxes tendered upon qualification. 

Generally, the same rules which apply in 
determining liability for initial taxes and 
qualification requirements are applied by 
counsel in determining liability for the annual 
franchise, income and license taxes. which 
corporations pay in a given state. A varia- 
tion to be noted in connection with coopera- 
tive companies, however, is that it is not 
unusual for cooperatives meeting certain 
statutory requirements to be exempted by 
statute from the payment of such annual 
taxes. In Wisconsin, for instance, income 
of cooperatives of the following types. is 
exempt under the state income tax law: 

“Income of cooperative associations or 
corporations engaged in marketing farm 
products for producers, which turn back to 
such producers the net proceeds of the sales 
of their products; provided, that such cor- 
porations or associations have at least twenty- 
five stockholders or members delivering such 
products and that their dividends have not, 
during the preceding five years, exceeded 
eight per cent per annum; also income of 
associations and corporations engaged solely 
in processing and marketing farm products 
for one such cooperative association or cor- 
poration and which do not charge for such 
marketing and processing more than a suffi- 
cient amount to pay the cost of such market- 
ing and processing and eight per cent 
dividends on their capital stock and to add 
five per cent to their surplus.” (Wisconsin 
Statutes, Chapter 71, Section 71.05(g).) 

The statutes of the states under consid- 
eration must be consulted, of course, to 
determine whether an exemption from a 
given tax or taxes has been provided by 


the legislature. [The End] 


2 Republic Finance Corporation v. Bennett, 
189 N. W. 901. 
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The Income Tax 


and Over-Ceiling Transactions 


HERMAN H. KREKSTEIN and BARTON E. FERST 
Members of the Philadelphia Bar 


i Be Emergency Price Control Act of 
I 1942 made it unlawful for anyone, in the 
course of his trade or business, to purchase 
merchandise for a price in excess of the 
maximum price established by or under the 
act. It is notorious that during the war 
years many purchases were made for prices 
in excess of the legal maximum. While it 
may be safely assumed that many of the 
violations were innocent, it is an equally 
safe assumption that a great number were 
purposeful and were consummated with an 
intent to violate the statute. The black 
market and its place in American life dur- 
ing the recent four years are too well known 
to require protracted discussion. 


It is only natural that questions should 
arise as to the proper tax treatment of trans- 
actions in violation of the price control law. 
If we assume a full disclosure of all the 
pertinent facts, is there any reason why the 
normal tax consequences of the purchase and 
subsequent sale of property should not fol- 
low in cases where the purchase or sale 
violated the price control law? Apparently 
the Bureau of Internal Revenue felt that 
the situation called for unusual tax treat- 
ment. In three instances the Bureau took 
the position that the income tax statutes 
should be interpreted so as to penalize the 
taxpayer who purchased or sold commodi- 
ties or services in violation of established 
price ceilings: one ruling is directed at the 
purchaser of merchandise; a second ruling is 
aimed at the seller of property; a third 
regulation seeks to penalize employers who 
paid for personal services amounts in excess 


of the limits permitted under the wage and 
salary stabilization laws. 


These penalties, in the nature of increased 
imcome taxes, are added to the various other 
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penalties imposed by and provided in the 
Emergency-Price Control Act and the Sta- 
bilization Act. 


It is proposed in this article to examine 
the soundness of the positions taken by the 
Bureau. 


I. T. 3724 


1. May over-ceiling amounts paid for mer- 
chandise be disallowed as a deduction and 
excluded from the determination of the 
cost of goods sold? 


In 1945 the Bureau ruled that: 


“Amounts paid in ‘black market’ trans- 
actions in excess of ceiling prices estab- 
lished by the Office of Price Administration 
may not be allowed either as a part of the 
cost of goods sold or as a business expense 
deduction in computing income subject to 
Federal income taxation.” 


This ruling, I. T. 3724, 1945 CB 5/, has 
great scope; therefore, an analysis of the 
ruling and its subject matter is necessary in 
order to determine whether the position of 
the Bureau is sound. At the outset it my 
be observed that, actually, there are two 
distinct questions: (1) whether the ove 
ceiling amounts may be allowed as 4 pat 
of the cost of goods sold, and (2) whether 
over-ceiling amounts are deductible as bus 
ness expense. 


Careful examination of the ruling and tit 
decisions therein cited reveals that the cor 
clusion reached by the Bureau on the fis 
question is not supported by the cited at 
thorities and is based on confused reasoning 
The conclusion on the second question, a 
though correct in the abstract, is inapplice 
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ble and, from @ practical viewpoint, irrelevant. 
The introduction of the second question, it 
appears, is the source of the confusion since 
m diverts attention from the fact that little, 
if any, effort is made to isolate and discuss 
l-established legal doctrines and lines of 
easoning which might be helpful in answer- 
g the first question. 





The ruling states: “The courts have con- 
jstently held that a taxpayer may not obtain 
tax advantages from expenditures which are 
made in contravention of a well-defined pub- 
lic policy which proscribes particular types 
of conduct.” In support of this proposition, 
the ruling cites six cases. In all of those 
cases the issue was the deductibility of cer- 
rain losses or expenses under Section 23 of 
the Code or a corresponding provision of 
previous revenue acts. 


Deductibility Under Section 23 


In Standard Oil Company v. Commissioner 
(2-2 ustc $9528], 129 F. (2d) 363 (CCA-7, 
1942), the court held that a judgment for the 
government arising out of bribery was not 
leductible under Section 23 of the Code as 
abad debt, a loss or an ordinary and neces- 
sary business expense. In Maddas [CCH 
Dec, 18,820], 40 RTA 572 (1939), aff’d [40-2 
ustc [9596] 114 F. (21) 543 (CCA-3, 1940), 
the court denied deduction for an amount paid 
asa bribe to public officials. 


In Rugel v. Commissioner [42-1 ustc § 9429 ], 
127 F. (2d) 393 (CCA-8, 1942), and in Har- 
den Mortgage Loan Company v. Commissioner 
(43-2 uste J 9552], 137 F. (2d) 282 (CCA-10, 
1943), it was held that payments made for 
the exercise of political influence cannot be 
recognized as constituting ordinary and nec- 
essary business expenses within the meaning 
of the revenue laws. 


The case of U. S. v. Sullivan [1 uste § 276], 
274 U. S. 259 (1927), cited for the proposi- 
tion that the Supreme Court “has considered 
this principle with apparent approval,” held 
merely that gains from illegal liquor traffic 
were subject to the income tax act and that 
it was no violation of the Fifth Amendment 
to require a taxpayer so engaged to file a 
return. The Court did not have occasion to 
consider the questions here under discussion, 
and the case cannot be considered authority 


lor the principle submitted in the Bureau 
ruling. 


The case of Commissioner v. Heininger 
[44-1 ustc $9109], 320 U. S. 467 (1943), is 
cited for the proposition that a deduction 
should not be allowed where allowing a tax 
advantage to flow from the expenditure would 


Over-Ceiling Transactions 


frustrate a sharply defined public policy. 
The Court held that legal expenses incurred 
in unsuccessfully resisting the issuance of a 
“fraud order” by the Postmaster General 
were deductible as ordinary and necessary 
business expenses. The final case cited in 
the Bureau’s ruling, Textile Mills Securi- 
ties Corporation v. Commissioner [41-2 ustc 
1 9784], 314 U. S. 326 (1941), held that ex- 
penses of lobbying and propagandizing to 
secure legislation were not deductible as 
ordinary and necessary expenses. 


Obviously, these cases cannot be consid- 
ered proper authority for the broad propo- 
sition stated above. In none of them was 
there any question concerning the cost of 
goods sold or the determination of the gain 
arising from the sale of property. Not one 
of the cases was concerned with the deter- 
mination of “gains, profits and income” un- 
der Section 22 of the Internal Revenue Code; 
nor did any hold or suggest that illegal pay- 
ments for the purchase of merchandise or 
property may not be considered in deter- 
mining the gain, profit, income or loss re- 
sulting from the sale of such merchandise 
or property. 


All of the cases were concerned with de- 
ductions under Section 23 of the Code; and 
the cited cases, it may be said, do stand for 
the proposition that payments made in con- 
travention of public policy may not be de- 
ducted from gross income as expenses or 
losses in determining net income. 


Yet in the ruling the discussion of the 
authorities is concluded with the following: 


“The foregoing cases support the conclu- 
sion that an amount paid to a seller of goods 
in excess of the legal price for such goods 
may not properly be recognized for tax 
purposes. The excess payments are not 
legitimately to be classified as a part of the 
cost of goods sold, and public policy decrees 
that no tax advantage may be derived from 
such expenditures.” 


Confusion of Issues 


It is obvious that there has been an un- 
fortunate confusion in the ruling in that the 
two separate and distinct questions are 
merged into one in the language of the 
Bureau. If the conclusions are separated 
for purposes of analysis, how the error oc- 
curred will easily be seen. It is important, 
in order to appreciate all the ramifications 
of the problems here suggested, that funda- 
mentals of our income tax law be restated. 


Sections 11, 12 13 and 14 of the Internal 
Revenue Code impose a tax on “net income,” 
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“surtax 
income.” 


net income” and “normal tax net 
Surtax net income and normal 
tax net income are net income after certain 
adjustments not material here. Hence, the 
tax is levied, in effect, on “net income” de- 
fined in Section 21 (a) as meaning “the gross 
income computed under section 22, less the 
deductions allowed by section 23.” 


Determination of Gross Income 


Gross income is defined in Section 22 (a) 
as follows: 

“(a) General Definition ‘Gross income’ 
includes gains, profits, and income derived 
from salaries, wages or compensation for 
personal service, of whatever kind and in 
whatever form paid, or from professions, 
vocations, trades, businesses, commerce, or 
sales, or dealings in property, whether real 
or personal, growing out of the ownership 
or use of or interest in such property; also 
from interest, rent, dividends, securities, or 
the transaction of any business carried on 
for gain or profit, or gains or profits and 
income derived from any source whatever. .. .” 


Section 23 of the Code sets forth the deduc- 
tions from gross income allowed in com- 
puting net income, There are over twenty 
itemized deductions in Section 23, and these 
were the items with which the cases cited 
in the ruling were concerned. None of them 
involved the determination of gross income 
under Section 22. 

Over-ceiling payments included in the 
price of merchandise purchased are a part 
of the entire purchase price. As such, there 
is never any question as to whether they 
are deductible as an expense under Section 
23. The cost of merchandise sold is not 
considered to be, or treated in the same 
category as, business expense. In an income 
tax return, properly prepared, the cost of 
merchandise enters into the computation 
of the gain realized from sales in deter- 
mining gross income under Section 22, and 
is not one of the expenses to be deducted 
from gross income in determining net in- 
come. Thus, over-ceiling payments for the 
purchase of merchandise do not raise any 
question as to whether such payments are 
deductible as an expense under Section 23. 
The only true question is whether such pay- 
ments properly may be included as a cost 
in determining gross income upon the sale 
of the merchandise. 


Exclusion from Cost of Sales 


Consideration must now be given to the 
proposition that the over-ceiling amounts 
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may not be included in the cost Of sales 
It is not sufficient to show merely that the 
position of the Bureau is without - : 
Inquiry should be made to ascert 
there is any positive authority 
that the Bureau is wrong. Here two ques- 
tions are raised: (1) Could Congress ce. 
Sstitutionally enact legislation adopting the 
position of the Bureau? (2) Is there any 
authority in the Code or the case law sup- 
porting the position of the Bureau? __ 


authority, 
ain whether 
Indicating 


In 1895 the Supreme Court, in Pollock Y 
Farmers Loan and Trust Company, 157 U.S 
429 (1895), held that Congress could net 
levy a tax on income from property without 
apportionment according to population, As 
a consequence, the Sixteenth Amendment 
to the Constitution, which became effective 
on February 15 


1913, was adopted, The 
amendment provides: 


“er 


[The Congress shall have power to lay 
and collect taxes on incomes, from whatever 
source derived, without regard to any census 
or enumeration.” 


This amendment is the source of Congres. 
sional power to enact the constitutionally 
valid system of income taxation as it presently 
exists in the Internal Revenue Code. 


Meaning of “Income” 


It must be remembered, and emphasized, 
that Congress received the power to tax 
only income and not capital. The word “in- 
come” as used in the Sixteenth Amendment 
must be taken to have the normal meaning 
associated with the term. In 1918, in Doyle 
v. Mitcheli Brothers Company [1 ustc §17], 
247 U. S. 179 (1918), the Supreme Court 
was presented with a problem arising under 
the Excise Tax Act of 1909. That act im- 
posed a tax upon the “entire net income” 
of corporations doing business, and it was 
provided that net income should be ascer- 
tained by deducting certain stated expenses 
from “gross income.” The taxpayer had 
acquired timber lands in 1903 which had 
greatly appreciated in value by January |, 
1909, the effective date of the act. In making 
returns for the years 1909 to 1912, the tax- 
payer deducted from gross receipts the 
market value as of January 1, 1909. The 
Solicitor General argued, on behalf of the 
government, that a conversion of capital 
into money always produces income; that 
for purposes of the act the term “gross I 
come” is equivalent to “gross receipts; 
that the entire proceeds should be treated 
as gross income; and that by deducting the 
cost the net income would be shown. The 
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Supreme Court decided in favor of the tax- 


n yer 
_ formula that the entire receipts de- 
re from a conversion of capital assets 
er deducting cost value must be treated 
ne income, so far as it is applied to a 
sgnversion of assets acquired before the act 
wok effect and so as to tax as income any 
areas value that accrued before that 
« finds no support in either the letter 
-the spirit of the act, and brings the former 
sto incongruity with the latter. If the 
«ss receipts upon such a conversion are 
w be treated as gross income, what au- 
ority have we for deducting either the 
cst or the previous market value of the 
sets converted in order to arrive at net 
income? The deductions specifically au- 
thorized are only such as expenses of mainte- 
nance and operation of the business and 
coperty, rentals, uncompensated losses, de- 
-jation, interest, and taxes. There is no 
gress provision that even allows a mer- 
sant to deduct the cost of the goods that 
he sells. ; 
.In order to determine whether there 
has been gain or and the amount of 
egain, if any, we must withdraw from the 
gross proceeds an amount sufficient to restore 
capital value that existed at the com- 
mencement of the period under consideration. 


loss, 


. When the act took effect, plaintiff’s 
timber lands, with whatever value they then 
possessed, were a part of its capital assets, 
and subsequent change of form by conver- 
son into money did not change the essence.” 


Although the decision in the Doyle case 
was not bound by the language of the Six- 
teenth Amendment, it clearly illustrated the 
proposition that the cost of property is 
capital and as such must be restored to the 
seller before a sale produces gain. 


Taxation of Capital 


The Supreme Court, in a landmark de- 
cision interpreting the Sixteenth Amend- 
ment, held, in Eisner v. Macomber [1 ustc 
£22], 252 U. S. 189 (1920), that Congress 
did not receive the power to tax capital but 
only income. Yet the Bureau of Internal 
Revenue proposes to tax capital when it 
takes the position that the full cost of prop- 
erty is not to be deducted from the sales 
Price in determining the amount subject to 
tax. When the Bureau considers cost of 
merchandise, which is capital, in the same 
category as ordinary and necessary business 
expenses, it goes far beyond the Code into 
afield barred by the Constitution. 


Over-Ceiling Transactions 


It has been said frequently that the deduc- 
tions specifically enumerated in Section 23 
are matters of legislative grace, i.e., that an 
item is deductible from gross income in 
arriving at net income only if such deduc- 
tion is provided for in Section 23. But Con- 
gress has no power to impose an income tax 
on more than gross income because to do 
so would result in an income tax imposed 
on capital. In New Colonial Ice Company, 
Inc. v. Helvering [4 ustc J 1292], 292 U. S. 
435 (1934), the Court stated: 

“The power to tax income like that of 
the new corporation is plain and extends to 
the gross income. Whether and to what 
extent deductions shall be allowed depends 
upon legislative grace; and only as there is 
clear provision therefor can any particular 
deduction be allowed.” 


A leading authority on federal income tax- 
ation has stated the rule on this subject 
as follows: 


“A taxpayer has a deduction, except as 
it may reflect a return of capital, only as a 
matter of legislative grace and not as a mat- 
ter of right. Thus the rule has been stated 
in effect to be that Congress has power to 
tax gross, as distinguished from net, income.” 
(Mertens, Law of Federal Income Taxation, 
Volume 1, Section 4.14, pages 150, 151.) 


It would appear that Congress could not 
constitutionally authorize the position taken 
by the Bureau. 


It may be that the Bureau did not con- 
sider the constitutional aspects of this ques- 
tion. However, an examination of the proper 
authorities will reveal that aside from the 
constitutional limitations on such a ruling, 
there is no authority in the Code and the 
case law supporting the position taken. Con- 
sideration of some of the fundamentals of the 
the system of income taxation is here in 
order because the question involved goes to 
the very basic concepts of the system. 


Determination of Gain or Loss 


Section 22 (a) of the Code defines gross 
income as including “gains, profits and in- 
come derived ... from business, commerce, 
or sales, or dealings in property.” It is to 
be noted that the amount to be included in 
gross income is the gain or the profit from 
the transaction and not the total receipt. It 
is further provided in Section 22 (f) as 
follows: 


“(f) Determination of Gain or Loss.—In 
the case of a sale or other disposition of 
property, the gain or loss shall be computed 
as provided in section 111.” 
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Where the gain, profit or income is de- 
rived from the sale of property, Section 
111 (a) states the general rule for the de- 
termination of the gain as follows: 


“(a) Computation of Gain or Loss.—The 
gain from sale or other disposition of property 
shall be the excess of the amount realized 
therefrom over the adjusted basis provided 
in section 113 (b) for determining gain, and 
the loss shall be the excess of the adjusted 
basis provided in such section for determin- 
ing loss over the amount realized.” 


Thus, it appears that gain from the sale 
or other disposition of property is not the 
amount realized therefrom, but such amount 
less the adjusted basis provided in Section 
113 (b), as follows: 


“(b) Adjusted Basis.—The adjusted basis 
for determining the gain or loss from the 
sale or other disposition of property, when- 
ever acquired, shall be the basis determined 
under sub-section (a), adjusted as herein- 
after provided.” 


This subsection refers back to subsection 
(a) and merely recites the adjustments. 
None of the adjustments provided in Section 
113 (b) is applicable; hence, we must look 
to 113 (a) for the basis. This section pro- 
vides as follows: 

“(a) Basis (Unadjusted) of Property.— 
The basis of property shall be the cost of 
such property; except that i 
The only exception referred to in subsection 
(a) that might possibly be applicable appears 
in Section 113 (a) (1), which reads as follows: 

“(1) Inventory Value.—If the property 
should have been included in the last in- 
ventory. the basis shall be the last inventory 
value thereof.” 


We are not concerned here with inventory 
values; hence the exception is not relevant. 


The Code clearly states how gain on the 
sale of property is to be computed, and pro- 
vides that the cost shall be deducted from 
the sale price in order to determine the gain. 


Kjar Case 
Many cases concern the taxability of 
gains derived from illegal enterprises. In 


Kjar [CCH Dee. 12,114-E], BTA memo. op. 
(1941), the taxpayer was engaged, in 1928, 
in illegally importing and selling distilled 
spirits. "The Commissioner, in asserting a 
deficiency, took the position that the net 
income was the amount of the gross receipts 
from sales. The Board distinguished be- 
tween expenses incurred in the purchase and 
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acquisition of the liquor and tho 
tated by the illegality of the tr 
It denied deductions of expenditures of th 
latter type, but recognized the Propriety ‘ 
deducting the cost of goods sold in ak 
to determine gross income. The Board Stated: 


SE necessgj- 
ansactions, 


“We come now to the question of what 
portion of the taxpayer’s receipts Constitutes 
taxable net income. As was said in James 
P. McKenna [CCH Dec. 127], 1 BTA 326 it 
is necessary to clearly define gross income be- 
cause net income is gross income minus certain 
prescribed statutory deductions, Net income 
is gross income only in the event there are 
no such deductions. The gains, profits and 
income which constitute gross income are 
actual gains, profits and income. Walsh » 
Brewster [lustc { 44], 255 U. S. 536; United 
States v. Central National Bank, 10 Fed, 612: 
Merchants Loan & Trust Co. v. Smictanka (I 
ustc J <2], 255 U.S. 509; James P. McKenna 
supra. Therefore, in determining the actual 
gain resulting to Andrew Kjar for the year 
1928, it would seem that we must view the 
entire transaction from purchase to sale and 
include in our calculations of gross income 
any expenditures essential to the acquisition 
of the 2,381 cases of liquor. Such expend- 
itures are the freight charges, unloading 
charges and landing charges which amount 
to $14,386. To the $40,477 purchase price 
of the liquor actually sold this latter sum 
must be added to arrive at an ultimate cost 
figure. The ultimate cost to Kjar of the 
liquor he sold was $54,863. Subtracting this 
figure from the $83,600 sales price we receive 
a figure for gross income of $28,737... 


“The charges for the storage of the liquor 
pending sale and delivery to the customers 
and the charges for loading into the cus- 
tomers’ cars we cannot take into considera- 
tion in our computation of petitioner’s gross 
income. Such charges are not properly in- 
cludible in the arithmetical calculation of 
gross income but are generally allowable 
deductions from gross income pursuant ti 
statute. Such expenses were not primaril; 
incurred in the purchase and acquisition by 
Kjar of the liquor, but were necessitated by 
the illegality of the intended transactions, 
which called for the greatest secrecy. Such 
expenditures are not capital expenditures; 
they are nothing more than business et 
penses in connection with the sales. Such 
expenses are both allowable deductions by 
reason of the provisions of section 23 of the 
Revenue Act of 1928 in ordinary cases. But, 
while we are required to compute gross 
income in the same manner whether the 
taxpayers’ business be legal or illegal, we 40 
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not allow the same deductions in computing 


jaxoble net income. As we have already indi- 
pn ee this is because of well-founded 
policy reasons aimed toward giving rewards 
(deductions, in this case) to only those who 
conduct their everyday lives and businesses 
within the confines of the law. Accordingly, 
we disallow any deductions for amounts paid 
‘or storage Of liquor or for loading. Israel 
Glterman [CCH Dec. 11,832], 44 BTA 600.” 


It can be seen from the above quotation 
shat the question presently under discussion 
aot be entirely divorced from the ques- 
son discussed earlier. The Kyar case offers 
Jer sepport for the proposition that while 
mder Code deductions are matters of legis- 
itive grace, the cost of sales represents 
spital which, as a matter of right, may be 
recovered before a sale may be said to result 
in income. 


Dovis Case 


The Court of Appeals for the Second Cir- 
it in deciding the case of Davis v. U. S. 
7-1 ustc $9029], 87 F. (2d) 323 (CCA-2, 
1037), cert. den. 301 U. S. 704, held that the 
kgislature may deny full deduction for cer- 
uintypes of losses without thereby violating 
the Constitution by imposing a direct tax on 
soperty. The following language of the 
court is very significant in our inquiry: 


‘It will be well to note at the start that 
our scheme of income taxation provides for 
amethod of computation whereby all re- 
pts during the taxable period which are 
dined as gross income are gathered to- 
zether and from the total are taken certain 
necessary items like cost of property sold; 
rdimary and necessary expenses incurred 
igetting the so-called gross income; depre- 
ation, depletion, and the like in order to 
reduce the amount computed as gross in- 
come to what is in fact income under the 
rule of Eisner v. Macomber, [supra], ... and 
80 lawfully taxable as such. In this way 
‘re income is ascertained by taking from 
gross income as defined that which is neces- 
‘ary as a matter of actual fact in order to 
letermine what as a matter of law may be 
faxed as income. While such subtractions 
are called deductions, as indeed they are, 
‘hey are not to be confused with deductions 
a another sort like personal exemptions; 
deductions for taxes paid; losses sustained 
” unrelated transactions and other like privi- 
leges which Congress has seen fit to accord 
. income taxpayers under classifications it 
fas established. While the first kind of 


deductions are inherently necessary as a 


Over-Ceiling Transactions 


matter of computation to arrive at income, 
the second may be allowed or not in the 
sound discretion of Congress, the only re- 
striction being that it does not act arbi- 
trarily so as to set up in effect a classification 
for taxation so unreasonable as to be a viola- 
tion of the Fifth Amendment. Such deduc- 
tions as distinguished from the first kind 
are allowed by Congress wholly as a matter 
of grace.” 


‘ 


The Davis case indicates again that the 
law seeks to impose a tax only on income, 
and that any attempt to tax capital must 
fail, being a direct tax and consequently in 
violation of the constitutional provision pro- 
hibiting such taxes without apportionment. 
The above quotations clearly indicate also 
that proper analysis of the problems herein 
discussed requires a distinction to be made 
between deductions under Section 23 of the 
Code and the determination of gross income 
under Section 22 of the Code. 


In the case of Commissioner v. Heininger, 
supra, the Court commented on the Commis- 
sioner’s recognition of the distinction between 
the allowance of deductions and the proper 
determination of gross income, saying that 
“the brief of the government in the instant 
case expressly disclaims any contention that 
the purpose of tax laws is to penalize illegal 
business by taxing gross instead of net in- 
come.” 

That the Treasury Department has recog- 
nized the principal fact that cost of sales is 
a factor in determining gross income and 
not an item to be deducted under Section 23 
as an expense, is clearly shown in Regulations 
ti. 


Section 29.21-1 provides as follows: 

“Although taxable net income is a statutory 
conception, it follows, subject to certain modi- 
fications as to exemptions and as to deductions 
for partial losses in some cases, the lines of 
commercial usage. Subject to these modifi- 
cations statutory net income is commercial 
net income. This appears from the fact that 
ordinarily it is to be computed in accordance 
with the method of accounting regularly 
employed in keeping the books of the tax- 
payer.” 


Section 29.22 (a)-5 provides in part as 
follows: 

“In the case of a manufacturing, merchan- 
dising, or mining business, ‘gross income’ 
means the total sales, less the cost of goods 
sold.... In determining the gross income, 
subtractions should not be made for depre- 
ciation, depletion, selling expenses, or losses, 
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or for items not ordinarily used in com- 
puting the cost of goods sold.” 


The ruling of the Bureau that over-ceiling 
payments shall not be includible in the de- 
termination of the cost of sales seems contrary 
to the clear letter of the Regulations. Cer- 
tainly, the “cost” cannot be less than the 
amount actually paid for the merchandise. 
\ny position to the contrary is unsupported. 


In Rabkin and Johnson, Federal Income, 
Gift and Estate Taxation, R3 Section 6, I. T. 
3811 has been characterized as “a perversion 
of the tax law into a police measure.” 


It must be concluded, therefore, that over- 
ceiling prices paid for merchandise may be 
included in the cost in determining the gain 
subject to income tax upon the sale of the 
merchandise. 


I. T. 3724 is sound only for the irrevelant 
proposition that over-ceiling prices are not 
deductible as a business expense. The rul- 
ing obviously fell into error when the au- 
thorities in support of that proposition were 
considered to be adequate support of the 
proposition that such over-ceiling prices may 
not be included in the determination of cost 
of goods sold. 


Capital Gain Treatment 


2. May over-ceiling amounts, received on 


a sale entitled to capital gain treatment, be 
denied such treatment and taxed as ordinary 
income? 


The Emergency Price Control Act also 
made it unlawful for anyone to sell any 
property in excess of the legal maximum 
price. Taxwise, the violation of this pro- 
vision of the price control law would not 
necessarily be productive of any problems 
if all gains on the sale of property were 
accorded the same treatment. As we have 
seen, the Treasury Department has never 
felt that gains tainted with illegality are not 
to be taxed; the mere fact that a certain por- 
tion of a profit is in excess of the legal 
maximum certainly would not affect the 
long-continued Treasury policy of taxing 
all gains of whatever kind. 

The income tax laws long have recognized 
that capital gains should be accorded special 
treatment, depending upon the length of time 
the capital asset was held. Section 117 (b) 
of the Code provides that if a capital asset 
is held for more than six months, only fifty 
per cent of the gain thereof shall be taken 
into account in computing net income. It 
is clear, then, that the question of whether 
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a given transaction is entitled to C 
treatment may be quite material. 
be pointed out also that the 
lem is not confined to sales of “capital assets” 
since the Revenue Act of 1942 introduce, 
into the Code Section 117 (j), which = 
vides, under certain circumstances, for aie 
gain treatment of gains realized from the 
sale of real property used in trade or busi. 
ness and held for more tkan six months 
and of depreciable property used in trade or 
business and held for more than six months 
Thus, the favorable capital gain treatmen: 
provided in the Code is available to a great 
many sales transactions other thar tho 
capital assets. 


apital Qa 
‘ It Should 
Particular prob. 
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I. T. 3811 


The Bureau was asked to rule on the jp- 
come tax treatment of the gain from th 
sale of depreciable equipment used in trac; 
or business where the selling price exceeded 
the ceiling price for such equipment, As 
outlined above, normally the gain on sucl 
a sale would be entitled to the treatment 
accorded long-term capital gains. However. 
in I. T. 3811, 1946-2 CB 70, the Burean 


ruled as follows: 


“Where depreciable equipment used in th 
taxpayer’s trade or business is sold for a 
amount in excess of the ceiling price estah 
lished by the Office of Price Administration, 
only that part of the gain which consists 
of the difference between the ceiling price 
and the taxpayer’s adjusted basis of the 
equipment is subject to the provisions oi 
section 117 (j) of the Code, and the amount 
of the gain in excess of the ceiling price is 
taxable as ordinary income.” 


There appears to be no authority what- 
soever itt support of the proposition ex- 
pressed in the ruling that a portion of the 
gain is subject to the provisions of Sectior 
117 (j) of the Code (entitled to capital gait 
treatment) and a portion of the gain is de 
nied such treatment and is taxable as ort- 
nary income. While the ruling does not cite 
any authority, it does refer to I. T. 374 
It has already been demonstrated that 1.7. 
3724 is not supported by the authorities, an 
clearly it is not applicable to the instant 
question. The rationale of the Bureaus 
ruling was stated as follows: 

“Tn this case, to treat the amount receive 
in excess of the ceiling price as a part 0! 
the selling price of the equipment, subjec! 
to the provisions of section 117 (j) o the 
Code, is to allow the taxpayer to distort the 
true nature of the selling price and to 
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yrage consequent disregard of the anti- 
a ' ; 
‘afationary policies established by the Emer- 
in ; , 

vency Price Control Act of 1942.” 


What is meant by distortion of “the true 
nature of the selling price ’ is not indicated, 
and it certainly appears that the Bureau 
has taken refuge in obscure expression be- 
use it cannot otherwise support an un- 
tenable position. 


Recognition of Entire Gain 


Section 111 (a) of the Code provides that 
‘the gain from the sale or other disposition 
f property shall be the excess of the amount 
realized therefrom over the adjusted basis”; 
ind subsection (c) provides that the extent 
‘owhich the gain determined under subsec- 
tion (a) shall be recognized shall be deter- 
mined under the provisions of Section 112. 


Section 112 (a) states the general rule: 
Upon the sale or exchange of property the 
entire amount of the gain or loss, deter- 
mined under section 111, shall be recognized, 
xcept as hereinafter provided in this sec- 
tion.” The exceptions provided in the re- 
mainder of section 112 are not material to 
ur present inquiry. It is clear that so far 
s Sections 111 and 112 are concerned, the 
entire gain realized upon a sale transaction 
sto be treated as a unit. 


Section 117 (b) employs the following 
language with reference to the percentage 
f gain upon sale or exchange of a capital 
isset that is to be taken into account in com- 
uting net income: “percentages of the gain 
t loss recognized upon the sale or ex- 
hange of a capital asset.” 


The clear language of the statute precludes 
i distinction that would require one treat- 
ment to be accorded a portion of a gain on 
a transaction and a different treatment to 
be given the remainder of the gain. The 
Code is clear and unambiguous and certainly 
not susceptible to the interpretation put 
upon it by the Bureau in this ruling. 


As in the first ruling discussed, the Bureau 
. again attempting to use the revenue laws 
‘0 enforce laws unrelated to the taxing stat- 
ites. It was provided in the Emergency 
Price Control Act of 1942 that anyone who 
wilfully violated any provisions should, upon 
conviction, be subject to a fine and/or im- 
Prisonment. The price control law had its 
own sanctions, and there does not appear to 
be any authority for the attempt to impose 
another sanction to be enforced against viola- 
tors. If, for example, an individual steals 
Property, he is not to be sentenced for mur- 
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der; or if he drives through a red light, he 
is not to be sentenced for grand larceny. 
Each offense carries with it a punishment 
provided by the legislature. 


If a member of the executive branch of 
the government could administratively en- 
force the acts of the legislature by imposing 
sanctions not provided for by the legislative 
branch, the results might be disastrous. Yet 
that is precisely what is here attempted. If 
the Bureau is correct in this ruling, why did 
it not see fit to deny the favored long-term 
capital gain treatment to the entire amount 
of the gain? This action would have been 
just as consistent with the provisions of the 
Code as is the action that has been taken, 
and would provide a stronger sanction. 


Further discussion is hardly required to 
demonstrate that this position of the Bureau 
is fundamentally unsound and that the courts, 
if ever called upon to pass on the question, 
would decide that in promulgating this ruling 
the Commissioner has exceeded the proper 
bounds of his authority. 


Violations of Stabilization Act 


3. May payments made in contravention 
of the wage and salary stabilization law be 
disregarded in determining net income? 


The Stabilization Act of 1942, designed to 
complement the Emergency Price Control 
Act, provided that wages and salaries should 
not be raised or lowered except within cer- 
tain defined limits. Section 5 (a) of the Act 
provides: 

“No employer shall pay, and no employee 
shall receive, wages or salaries in contra- 
vention of the regulations promulgated by 
the President under this Act. The President 
shall also prescribe the extent to which any 
wage or salary payment made in contraven- 
tion of such regulations shall be disregarded 
by the executive departments and other gov- 
ernmental agencies in determining the costs 
or expenses of any employer for the pur- 
poses of any other law or regulation. 


The statute was followed by an executive 
order. Under Title III of Executive Order 
9250, issued on October 3, 1942, it was stated: 


“In order to effectuate the purposes and 
provisions of this Order and the Act of 
October 2, 1942, any wage or salary pay- 
ment made in contravention thereof shall be 
disregarded by the Executive Departments 
and other governmental agencies in deter- 
mining the costs or expenses of any em- 
ployer for the purpose of any law or regulation, 
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. or for the purpose of calculating deduc- 
tions under the Revenue Laws of the United 
States or for the purpose of determining 
costs or expenses under any contract made 
by or on behalf of the Government of the 
United States.” 


The Economic Stabilization Director pro- 
mulgated regulations, in Section 4001.15 of 
which it is provided that if a payment is made 
in violation of the act, “the entire amount 
of such payment... should be disregarded 
by the Executive Departments and all other 
agencies of the government in determining 
costs or expenses of any such employer... 
or for the purpose of calculating deductions 
under the revenue laws of the United States.” 


The evolutionary development of the sanc- 
tion to be imposed against violators of the 
law is evident. The act provided merely 
that the executive branch should be per- 
mitted to determine the extent to which 
illegal payments should be disregarded; the 
executive order was more detailed, and stated 
that payments should be disregarded in de- 
termining cost or expenses for the purpose 
of any law or in determining deductions un- 
der the revenue law; and the regulations 
provided that the entire amount of the illegal 
payment should be disregarded. In T. D. 
5295 the Stabilization Regulations of the 
Commissioner of Internal Revenue were 
promulgated for the administration of that 
portion of the stabilization program rele- 
gated to his jurisdiction. Section (c) pro- 
vided: 

“Tn the case of salaries increased in con- 
travention of the Act, the amount to be dis- 
regarded may, under paragraph (a) of this 
section, be the entire amount of the salary 
actually paid or accrued by the employer at 
the increased rate and not merely an amount 
representing an increase in such salary.” 


Cost and Expense Not Distinguished 


Section 29.23 of Treasury Regulations 111, 
which states the position of the Treasury 
Department with respect to the deductions 
provided in Section 23 of the Internal Reve- 
nue Code, was thereupon amended by the 
addition of a provision concerning amounts 
paid in contravention of wage and salary 
limitations. Section 29.23 (a)-16 of Regula- 
tions 111 now provides that the entire amount 
ot the payments made in contravention or 
such lesser amounts as may be determined 
by the administering agency “shall be dis- 
allowed as a deduction.” This section of 
the Regulations has no reference to the 
determination of gross income under Sec- 
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tion 22 of the Code, and relates only 

deductions under Section 23. There . ? 
corresponding provision in the Income Tas 
Regulations interpretive of Section 22 In 
practice, it seems, the Bureau is not making 
any distinction between salaries and wages 
which are a cost factor entering into the fo 
putation of gross income under Section 22 
and those which are deductible as an a 
pense under Section 23. If paid in contra- 
vention of the salary stabilization laws, the 
amount determined to be disregarded simply 
is added to net income, regardless of whether 
it is applicable to productive personnel or 
to selling and administrative personnel, 


The problem here differs in a very impor- 
tant respect from that raised by the two 
over-ceiling Bureau rulings which have been 
discussed. There the positions taken by the 
3ureau had no statutor, support; but here 
may be traced a direct line of authority from 
legislative action to the regulation, and pos- 
sibly to the practice of the Bureau, 


The Stabilization Act refers to “costs or 
expenses” without distinction. The exec- 
utive order provides that the contravening 
payments may be disregarded, inter alia, 
(1) by the executive departments and other 
governmental agencies in determining the costs 
or expenses of any employer for the pur- 
pose of any law or regulation; (2) for the 
purpose of calculating deductions under the 
revenue laws of the United States. 


It would appear that the first purpose 
stated above is broad enough to cover pay- 
ments which, for income tax purposes, might 
be either cost or expense. The Treasury 
Department is one of the executive depart- 
ments. “Any law” includes the internal revenue 
laws. But the fact that specific reference is 
made in the second purpose to the revenue 
laws, and in connection therewith reference 
is made only to “deductions,” might lead to 
the conclusion that as to income tax deter- 
minations only deductions are to be affected 


However, we shall assume that there 's 
statutory authority not only for the position 
taken by the Treasury Department in its 
regulations on expense deductions but also 
for the practice adopted by the Bureau as 
to costs. 





Constitutional Authority 


Our inquiry, therefore, will not be cor 
cerned with whether the disallowances att 
permitted by the statute, but instead wil 


: the 
be confined to whether authority tor tt 
disallowance is in itself constitutional. 
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If the only payments to be disregarded 
are those deductible under Section 23 of the 
Code, the position of the Commissioner is 
legally unassailable. It has been pointed 
out already that deductions under Section 23 
of the Code are matters Of legislative grace 
and may, in the sound discretion of the 
legislature, be expanded, contracted, or even 
denied entirely. It may be, however, that 
certain payments in violation of the Stabil- 
ation Act are not those that are normally 
deductible under Section 23. 


The starting point in determining taxable 
net income is gross income; when derived 
from a manufacturing, merchandising or 
mining business, this has been defined as 
“set sales” less the “cost of goods sold.” 
The Treasury Regulations state that well- 
recognized accounting principles are to be 
followed in computing net income. In a 
manufacturing business, the labor used in 
the manufacturing process is always consid- 
ered an integral part of the cost of goods 
sald. See The Accountant’s Handbook (Third 
Fiition, 1945) at page 212; Finney, Principles 
of Accounting—Introductory (1946), at page 
47;0PA Form A—Annual Financial Report ; 
and Form 1120—Corporate Net Income Tax 
Return, at page 2. 


Thus, wages frequently must be included in 
the determination of the cost of goods. Since 
this is so. the discussion under the first ques- 
tion in this article becomes applicable to this 
problem. If the Commissioner attempts to 
impose a tax on an amount in excess of the 
difference between the selling price and the 
cost of goods, he is, in essence, imposing a 
tax on capital. Unless the full cost of goods 
sold be recovered out of the selling price, 
capital will be included in gross income and 
subjected to tax. As we have seen, the 
mere fact that some of these costs were 
incurred in violation of the law, is no reason 
to disregard the constitutional inhibition 
against taxing capital without apportionment. 


If the Stabilization Act authorizes, as a 
cost in computing gross income, the disallow- 
ance of any portion of salaries and wages paid 
or incurred for the manufacture of goods sold, 
it is, to that extent, unconstitutional. 


Depreciation Deduction 


The problem might arise in other circum- 
stances. For example, suppose an employer 
constructed a new building to be used in his 
business, and the wages paid for the work 
were in contravention of the salary stabiliza- 
tion laws. All construction costs, including 
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labor costs, are capital expenditures and not 
deductible as expenses. What is the basis of 
the building for depreciation? Will the 
Commissioner refuse to consider such wages 
as a part of the cost of the building in com- 
puting the deductions for depreciation? In 
the light of its present position, it may be 
expected that the Bureau will take the posi- 
tion that the basis for depreciation may not 
include the illegal payments for labor. The 
depreciation deduction may be considered 
a return of capital and therefore a matter of 
right, not merely a matter of legislative 
grace. Mertens, Law of Federal Income Tax- 
ation, paragraph 4.14 at page 151, footnote 39, 
states: 


“A distinction has been made between 
such deductions as depreciation and deple- 
tion which, on the one hand, constitute a 
return of capital, and, on the other hand, 
deductions such as business expense, taxes, 
interest, contributions, etc., which are more 
arbitrary in their character. Doubt has been 
expressed as to whether deductions of the 
former type are not required to be allowed.” 
The question has not been squarely raised 
and decided, and may be still considered an 
open one. 


Suppose, in the above illustration, the 
building is sold: What is the basis for de- 
termining gain or loss? Again it will prob- 
ably be the position of the Bureau that the 
cost basis can not include salaries in viola- 
tion of the statute. But, as pointed out 
earlier, any attempt to tax a gain on the 
transaction without allowing as a cost the 
amount actually expended results in a tax 
on capital and therefore violates the Con- 
stitution. 


The Code provides in Section 114 (a) that 
the basis for depreciation be the same as 
that for the purpose of determining gain 
upon sale. If this provision is to be followed 
strictly. the Commissioner would be unsuc- 
cessful in an attempt to reduce the basis of 
the building for purposes of depreciation. 
On the other hand, it may be that the Sta- 
bilization Act would be held to supersede 
the provision of Section 114 and that the 
basis for depreciation would be determined 
without inclusion of the illegal payments. 
An attempt to do the same thing with ref- 
erence to the basis for determining gain on 
the sale must, it seems, fail. 


If the sale of the building resulted in a 
loss which was sought to be deducted from 
other income, no constitutional problem 
would be involved. A loss is a deduction, 
the allowance or disallowance of which is 
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within the power of Congress. The loss 
might be reduced or entirely disallowed to 
the extent of the cost which represented 
wages paid in contravention of the stabiliza- 
tion laws. 


Inconsistency of Penalties 


It is interesting to note that in imposing, 
through the medium of the revenue laws, a 
penalty for violation of the anti-inflationary 
measures, the Treasury Department has not 
been particularly consistent. In dealing 
with violations of wage and salary stabiliza- 
tion, the Commissioner has taken the posi- 
tion that the penalty should be in terms of 
the entire amount paid and not merely the 
portion in excess of the legal maximum. On 
the other hand, in dealing with purchases 
in excess of ceiling price, only such amounts 
as did exceed the ceiling price were to be 
excluded from cost of sales. Similarly, with 
reference to sales in excess of ceiling price, 
capital gain treatment was denied only to 
the portion of the price that exceeded the 
legal maximum. 


It must be acknowledged that there may 
be theories in support of the action of the 
Department in disregarding illegal wage and 
salary payments in computing costs. The 
authority to take such action is expressly 


ee OO ————— 


set forth in a Congressional enactment which 
is a part of the price control law : 
a part of the internal revenue laws. 
designed as a sanction to be imposed 
violators of the law in much the same man- 
ner as a fine might have been provided It 
may be argued that the constitutional. 


and not 
It was 
against 


4 *,° . ; pro- 
hibition against unapportioned direct taxes 
cannot inhibit the power of Congress to im. 


pose a fine or other penalty for violation of 
its laws. That the measure of the penalty 
or fine is phrased in terms of the extent of 
violation, may be immaterial and not con- 
trolling on the proposition that this is q tax. 
The argument would proceed along the line 
that a penalty could be imposed through the 
mechanics of tax collection, as well as through 
the direct imposition of a fine. Accordingly 
it might be argued that the position of the 
Treasury Department regarding violations 
of wage and salary limitations is correct, 
both under the statute and under the Con- 
stitution. 


This entire discussion has not been de- 
signed as an apology for violators of the 
price control or stabilization laws. It is 
submitted, however, that, for the reasons 
pointed out above, the attempt to enforce 
these laws through the medium of the tax 
system is, in some instances, without au 
thority and legally untenable. [The End] 


Connecticut Laws Amended 


The Connecticut Unemployment Compensation Law has been amended by 
H. 109 and H. 916, Laws of 1947. H. 109 exempts insurance agents, other than 
industrial life insurance agents, operating on a commission basis. H. 916 restricts 
the application of the contribution credit to employers who are required to con- 
tribute at the rate of 2.7 per cent of wages paid by them at all times during the 
twelve months preceding June 30 and during the next following calendar year. 
H. 916 also provides that with respect to the nine calendar months commencing 
April 1, 1947, an employer whose merit-rating index is four hundred or higher 
shall pay contributions at the rate of .8 per cent, that the Administrator may 
waive any charge of a compensable separation to an employer’s account if such 
charge would be unfair, and that the Commission shall consist of six members 


instead of five. 
benefit claims. 
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Payments to Wi 


dows 


of Deceased Employees 


By 


WILLIAM P. OBERNDORFER, Attorney of Norfolk, Virginia 


THEN a corporation (or other business 
\ entity) authorizes payments to a de- 
cased employee’s widow, two questions arise: 
\re the payments deductible by the corpo- 
ntion? Do they constitute taxable income 
tothe widow?*? The authorities disclose that 
the existence of a contract executed by the 
corporation, the wording of the contract, 
the wording in a corporate resolution, the 
period over Which such payments are au- 
thorized and numerous other factors affect 
theanswers to those questions. 


Section 23 (a) of the Code allows as de- 
luctions “all the ordinary and necessary 
expenses paid or incurred during the tax- 
ible year. . . including a reasonable allow- 
ance for salaries or other compensation for 
personal services actually rendered.” Reg- 
tlations 111, Section 29.23 (a)-9, provide, in 
part: 

“Amounts paid by a taxpayer for -pen- 
sions to retired employees or to their fami- 
lies or others dependent upon them .. . are 
proper deductions as ordinary and _ neces- 
sary expenses... . When the amount of the 
salary of an officer or employee is paid for 
a limited period after his death to his widow 
or heirs, in recognition of the services ren- 
lered by the individual, such payments may 
be deducted.” 


An analysis of the foregoing provisions 
Suggests that payments may be deducted if 
they are any one of the following: (1) ordi- 
nary and necessary expenses paid or in- 
curred during the taxable year; (2) a 
reasonable allowance for salaries or other 
compensation for personal services actually 


Pie to estate and gift tax consequences, not 

Scussed herein, see Freyburger, ‘‘Employee 

TAX Plans—Taxability of Death Benefits,’’ 
S, The Tax Magazine, November, 1945. 


Payments to Widows 


rendered; (3) pensions; or (4) the salary 
of the deceased, paid for a limited period 
after his death, in recognition of his services. 


Ordinary and Necessary Expenses 


Actually, it is questionable whether this 
heading constitutes a separate and distinct 
category. Virtually no decisions have turned 
solely on the phrase “ordinary and neces- 
sary expenses.”* The courts’ approach has 
been first to decide whether or not the pay- 
ments fell within one of the other categories 
discussed herein and, having so decided, to 
add that payments were or were not ordi- 
nary and necessary expenses.* Usually, if 
the payment constitutes, for example, “rea- 
sonable additional compensation,” such 
payment will be deemed an ordinary and 
necessary expense.* 


The primary importance of this “cate- 
gory,” considered separately, is in the burden 
of proof. Once the Commissioner has dis- 
allowed a deduction, the burden is on the 
taxpayer, as in other cases, to adduce evi- 
dence that the payments were ordinary and 
necessary expenses. The mere failure to 
overcome the Commissioner’s presumption 


2 But see Carpinter & Baker, Inc. [CCH Dec. 
3087], 9 BTA 165 (1927): ‘‘The Board is of the 
opinion that whatever view is taken of the 
expenditures, the evidence fails to establish 
that they are ordinary and necessary expenses.”’ 

3See Mobile Bar Pilots’ Association [CCH 
Dec. 9513], 35 BTA 12 (1936). After deciding 
that the petitioner had failed to prove alleged 
additional compensation was reasonable, the 
Board said: ‘‘Moreover, there is also no evi- 
dence in the record establishing the fact that 
this payment was an ‘ordinary and necessary’ 
expense of the business.’’ (Italics supplied.) 

4See Seavey & Flarsheim Brokerage Company 
{CCH Dec. 10,978], 41 BTA 198 (1940), discussed 
infra. 
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of correctness may put an end to the issue.” 
To prove that a payment was an ordinary 
and necessary expense, a showing that some 
benefit inured to the taxpayer seems essen- 
tial.. For example, the case of Snyder & 
Berman, Inc. v. Commissioner" apparently 
turned on the existence of evidence to sup- 
port the Board’s finding that an alleged 
pension to a living employee was paid in 
the interest of the family rather than for 
the benefit of the business, and that the 
pension payments were accordingly not de- 
ductible as ordinary and necessary expenses. 


Similarly, precautions must be taken lest a 
payment more nearly resemble something 
other than an ordinary and necessary ex- 
pense, such as a gift,> an “extraordinary” 
expense ® or a capital expenditure.” 


Reasonable Allowance for Salaries 


Salary deductions may be taken in a cur- 
rent year for services rendered in the past; ™ 
accordingly, payments to a widow for her 
deceased husband’s past services may be 
deducted.” Of course, the payments must 
be reasonable, and in this respect the case 
resembles any other “reasonable salary” 
case.” Here, too, the burden is on the tax- 
payer to prove that the amounts paid are 
reasonable. 


Thus, in Mobile Bar Pilots’ Association,™ 
a corporation deducted payments to the widow 
of a deceased pilot as additional compensa- 
tion for services rendered by the pilot. Dis- 
allowing the deduction, the Board said: 
“There is no evidence in the record showing 
that such amount was reasonable additional 
compensation for the services rendered by 
him prior to his death. Petitioner’s failure 
to establish this vital fact is fatal to his 
contention on this issue.” » 
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oard reached a differ. 


ent conclusion. There, a sixty-year-old yal. families, : 
uable employee, who owned no interest is — 
the petitioner, became dissatisfied With the ays 
terms under which he was working and ny D 
contemplated leaving the employ of the na sock. sti 
titioner and going into business for himsel; | n 
in order to build up an estate to leave to vee il 
his wife. To prevent this, the petitione -— 
entered into an agreement with the 7 yo 
ployee by which it was to pay his widow a . . 

maximum of $12,000 per annum out of the — : 
net earnings of its St. Louis office, The tion of P 





payments were to last for the widow's life. The 4 
time. The employee died in 1931, and the | 8 4 
taxable year involved was 1934. It was helq } “term” 
that the payment to the widow pursuant to | 0" 
the agreement was deductible. The Boarg } ™™ 
said: “Obviously, this was additional com. | #2 
pensation for his services. There is no con. § WSadd 
tention that the $12,000 was a gift by sioner 
petitioner or that it was in excess of what both a | 
Milton’s services were reasonably worth, bility to 
... We hold that the $12,000 here in ques- | &:" 
tion was an ordinary and necessary expense, J 8 
paid or incurred by petitioner during the | ™* | 
taxable year in connection with its business, |“ &™! 
and is deductible from gross income.” make s 
Finally, in addition to being reasonable, ded 
such payments must in fact represent addi- neni 
tional compensation rather than something } (Footno 
else,” such as a gift*® or a distribution of pact 
profits.” paid by 
ployees 

m upon th 
Pensions and ne 
B(a)-9, 

Although the first sentence quoted from fj tat th 
Regulations 111, Section 29.23 (a)-9, refers J AO 
to “retired” employees, it seems clear that ] nce ; 
the regulation applies equally to deceased ] sound 
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regulation. 4 Pl 
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5 Welch v. Helvering [3 ustc § 1164], 290 U. S. 
111 (1933); Carpinter v. Baker, supra; Fifteenth 
& Chestnut Realty Company [CCH Dec. 8408], 
29 BTA 1030 (1934); Mobile Bar Pilots’ Associa- 
tion, supra, 

‘Cf. W. D. Haden 
15,103(M)], 5 TCM —. 

7 [41-1 ustc { 9133] 116 F. 


Company [CCH Dec. 


(2d) 165 (CCA-4, 


1940). 

8Cf. Bogardus v. Commissioner [37-2 ustc 
7 9534], 302 U. S. 34 (1937); Noel v. Parrott 
[1 ustc $184], 15 F. (2d) 669 (CCA-4, 1926); 


W. D. Haden Company, supra. 

®° Cf. Carpinter v. Baker, supra. 

10 Welch v. Helwering, supra; 
Baker, supra. 

1 Lucas v. Ox Fibre Brush Company [2 ustc 
| 522], 281 U. S. 115 (1930). 


12 Seavey & Flarsheim 
supra. 
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13 Cf, Botany Worsted Mills v. U. 8. [1 vstc 
{ 348], 278 U. S. 282 (1928); Gould-Merserau 
Company [CCH Dec. 6651], 21 BTA 1316 (1981) ; 
Brown & Haley [CCH Dec. 6555], 21 BTA To2 
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extra ( 
and oO 
iecisic 








(1930): Model Dairy, Inc. [CCH Dec. 4360], 13 ff widow 
BTA 545 (1928). 0 be | 
14 Footnote 3, supra. inden 
18'To the same effect: W. D. Haden Company, “a 
supra. on 


16 Footnote 4, supra. 

17Cf. W. D. Haden Company, supra. 

18 Footnote 8, supra. 

19 Astorian-Budget Publishing Company [CCH 
Dec. 11,885], 44 BTA 969 (1941). Cf. H. T. 
Cushman Manufacturing Company [CCH Det. 
13,580(M)], 2 TCM 978 (1943). 

2 In Seavey & Flarsheim Brokerage Company, 
supra, Judge Harron wrote a concurring opin- 

(Footnote continued on Pp. 713.) 
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F Payments to Widows 
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In Astorian-Budget Publishing Co., stock- 
holders, concerned over the security of their 
taniles agreed with each other that a de- 
yo stockholder’s salary should be paid 
thereafter to his next of kin so long as the 
next of kin continued to hold the inherited 
dock. Deduction was disallowed, the deci- 
ion resting in part on an interpretation of 
what is now Section 29.23 (a)-9 of Regula- 
‘ons 111. The payment was not a pension 
irsuficiently in the nature of a pension to 
be jeductible as an ordinary and necessary 
expense. Rather, it resembled a distribu- 
tion of profits. 



























The Astorian-Budget case illustrates what 

‘snot a pension. Actually it is difficult to 
‘termine What in fact does constitute a 
oension. Judge Harron thought the pay- 
on in the Seavey & Flarsheim™ case was 
, pension, while the majority held that it 
yas additional compensation. The Commis- 
onet has stated that a payment may be 
both a pension and a gift insofar as taxa- 
tilty to the recipient is involved.” How- 
wer, it is questionable whether a so-called 
sension resembling a gift would be deduct- 
ile, “It is not fatal to deductibility that 
the employer was not legally obligated to 
make such payments.” * Nevertheless, to 
ie deductible as a pension, it seems that the 
payment must be more than a gift.” 





























Footnote 20 continued. ) 
ion in which he stated: ‘‘. . . the Commissioner, 
ty his own regulations, has ruled that amounts 
paid by a taxpayer for pension to retired em- 
jloyees or to their families or others dependent 
won them, are proper deductions as ordinary 
and necessary expenses. Regulations 86, Article 
Bia)-9, Act of 1934. It is reasonable to hold 
that the above regulation applies to amounts 
mid as a pension to the widow of an employee. 
The deduction is allowable as a business ex- 
ense in the taxable year, upon the above stated 
srounds,”’ 

“Footnote 19, supra. 

“Footnote 4, supra. 

3L. 0. 1040, 3 CB 120 [471 CCH 1 52.36]. 
“Flood v. U. S. [43-1 ustc 9259], 133 F. 
2d) 173, 178 (CCA-1, 1943). 

*Cf. Flood v. U. S8., supra (‘‘in the nature of 
‘xtra compensation’’). ‘‘Counse] have not cited, 
md our research has failed to disclose, any 
ecision in which voluntary payments to the 
vidow of a deceased employee have been held 
0 be deductible under section 23(a)(1)."" W. D. 
iaden Company, supra. 

*Cf. Snyder € Berman, Inc. v. Commissioner, 
pra; W. D. Haden Company, supra. 


"See W. D. Haden Company, supra. 


*See Seavey & Flarsheim Brokerage Com- 
ny, supra, 


























*In H. T. Cushman Manufacturing Company, 
upra, the amounts payable were considerably 
ess than the salaries paid to the deceased. Note, 
towever, that the court also referred to the 
rayments as a ‘“‘pension’’ and ‘‘additional com- 
pensation. "* The provision of the regulations 
S$ construed to mean that payments are de- 




















Another interesting question sometimes 
arises as to whether the so-called pension 
must be paid pursuant to a fixed plan or 
policy of the payor business. Nothing in 
the regulations seems to require this. Nev- 
ertheless, the cases suggest that a fixed 
policy is a prerequisite to a deductible pen- 
sion payment.” Apparently a written agree- 
ment is unnecessary, and the business policy 
may simply take the form of a past history 
of granting pensions.” It may, however, be 
embodied in a contract.” 


‘Limited Period”’ 


The amounts paid apparently need not 
equal exactly the salary formerly paid to 
the deceased.” 


Difficulty does arise, however, over the 
meaning of the phrase “limited period.” 
Does this require a limitation merely ex- 
pressed in terms of years, irrespective of 
the number? Or does it mean that the 
actual number of years must be limited? 


I. T. 3329” permitted the deduction of 
payments made in 1937 and 1938 to the 
widow of an officer who died in 1937, but 
nothing in the ruling suggested that such 
payments must be limited to two years. 


ductible so long as they do not exceed the de- 
cedent’s salary. I. T. 3329, 1939-2 CB 153. . 

30 Footnote 29, supra. This ruling seems suf- 
ficiently important to quote at length: 

‘“‘Advice is requested relative to the proper 
treatment for Federal income tax purposes of 
certain payments made by the M Company to 
B, the widow of A, a deceased officer-stockholder 
of that corporation. A, a minority stockholder 
and salaried officer of the M Company, died on 
January —, 1937. During 1937 the M Company 
paid to B, his widow, x dollars a week, a total 
of 52x dollars for the year, which was the 
amount of salary A would have drawn had he 
lived. During 1938 the payments to B were x 
dollars a month, or 12x dollars for the year. 
These amounts were reported by the corpora- 
tion as salaries paid by it. 

“‘The minutes of the corporation for the year 
1937 contain the following: 

“*Mr. A passed away during the first week 
of January, 1937. His salary for the year was 
to be x dollars a week, which x dollars is to 
be paid to his widow until January 1, 1938. By 
order of the secretary and treasurer.’ 

“The minutes for the year 1938 contain the 
following: 

‘**The pension to be paid to B for the year 
beginning January 1, 1938, and ending Decem- 
ber 31, 1938, was authorized at x dollars per 
month, and it was understood that this was 
noncompulsory, and was to be paid as deemed 
advisable by C, secretary-treasurer.’ 

“The amount of A’s salary for one year, 
which was paid by the corporation in weekly 
installments to his widow, is deductible by the 
corporation as a business expense under the 

(Footnote continued on p. 714.) 
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In IV. D. Haden Co.™ the period for which 
a widow was to receive payments was lim- 
ited to her lifetime or until her remarriage. 
Deductions by the corporation were not 
questioned for some four or five years, but 
the Commissioner disallowed them there- 
after. He was sustained on the ground that 
the regulation was inapplicable because the 
corporation did not show that the payments 
were to be for a limited period. 


In the Astorian-Budget case,” the corpora- 
tion cited I. T. 3329 as authority for a deduc- 
tion, but the Board distinguished that ruling 
on the ground that the period of time therein 
was limited. 


On the other hand, a different result was 
reached in H. T. Cushman Manufacturing Co.” 
There, a written contract provided that a 
corporation must pay $5,000 per annum to 
its officers’ widows, payments in any year 
to be reduced by the amount of dividends 
paid during that year. These payments were 
to last for the lifetime of the widow or a 
maximum of twenty-five years from the date 
of execution of the contract. The Commis- 
sioner, relying on the Astorian-Budget case, 
argued that the payments were not ordinary 
and necessary business expenses and were 
not pensions, but were distributions in lieu 
of dividends. However, the court said: 


“We do not agree with the Commissioner. 
In our opinion the payments in question are 
clearly covered by the following sentence 
of section 19.23 (a)-9, Regulations 103: 

«« © | When the amount of the salary of 
an officer or employee is paid for a limited 
period after his death to his widow or heirs, 
in recognition of the services rendered by 
the individual, such payments may be de- 
ducted. ...’ 

“The contract in question cannot. reason- 
ably be construed to represent an effort to 
distribute earnings in the form of.a pension. 





It is entitled a pension agreement an: 
vides for the payment of certain 
to the widows of deceased officers 


| pro- 
amounts 
as addi- 


tional compensation for past and future 
services rendered by such officers during 
their lifetimes. The oral testimony at the 


trial confirmed this nature of the contract 
and dispelled any thought that a device was 
being fabricated to disguise dividend dis. 
tributions. The agreement was executed at 
a time when the salaries of the three officers 
were only one-third what they had been 
Counsel for respondent conceded that the 
time limit during which such payments 
might be paid was reasonable, as was the 
amount to be paid to each widow under the 
contract... . 

“In Astorian-Budget Publishing Co., supra 
relied upon by respondent, the agreement 
between the officers of the taxpayer was 
that the amount of the salary of a deceased 
officer should be paid to his widow or next 
of kin so long as the widow or next of kin 
‘continued to hold the inherited stock’ of 
the taxpayer. We pointed out that the cor- 
poration itself was not a party to the agree- 
ment and furthermore the only limitation 
of time on the payment was the period 
during which the widow continued to own 
the stock.... 

“Obviously there was no such provision 
in the case at bar. ‘The provision here was 
merely a limitation upon petitioner’s lia- 
bility if the widow’s needs were otherwise 
met and ‘in no way changed the character 
of the payment when made’. Seavey & 
Flarsheim Brokerage Co. [supra]. Accord- 
ingly, we hold that the deduction should 
have been allowed.” 

In view of the Cushman decision it would 
seem that: “limited period” means any pe- 
riod wherein a specified number of years 
has been designated, irrespective of the 
number -so-designated.™ 





(Footnote 30 continued.) 
provisions of article 23(a)-9 of Regulations 94 
and 101, relating to the Revenue Acts of 1936 
and 1938, respectively. That ‘article reads in 
part as follows: 

‘«*) . When the amount of the salary of an 
officer or employee is paid for a limited period 
after his death to his widow or heirs, in recog- 
nition of the services rendered by the individ- 
ual, such payments may be deducted.’ 

“Although the payments made to B during 
the year 1938 in the total amount of 12x dollars 
do not come specifically within the above-quoted 
language for the reason that they were not 
equal in amount to the salary ‘of the deceased 
officer of the corporation, nevertheless such pay- 
ments are deductible by the corporation.”’ 

It should be noted that apparently the pay- 
ments were voluntary and were not in the 
nature of additional compensation for services 
rendered by the deceased.. Under such circum- 
stances could payments be deducted for a 


714 


August, 1947 


longer period, say, twenty-five years? Compare 
H. T. Cushman Manufacturing Company, dis- 
cussed infra, where, however, the payments 
were made pursuant to a binding contract. See 
also Special Ruling, May 12, 1945, referring to 
I. T.:3329 and stating that reasonable amounts 
paid in a lump-sum to the widow of an em- 
ployee who died. in: service, in’ recognition of 
such employee's services, are deductible. 

3! Footnote 6, supra. 

* Footnote 19, supra. 


33 Footnote 19, 
supra. 

% Inasmuch as the life expectancy or the 
chances of remarriage of a widow apparently 
can be computed into a designated number of 
years, does the decision in the Haden case, 
supra, conflict with the Cushman decision? 
But note that there were reasons other than 
“T. T. 3329" reasons for the holding in Cush- 
man. Footnote 29, supra. 


See also footnote 2, 


supra. 
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Fifth Category? 


Language in several cases suggests that 
perhaps there should be a hith category 
wherein payments are deductible if made 
pursuant to a contract binding on the payor. 
The suggestion seems a little broad, how- 
wer, In Carpinter v. Baker® an alleged oral 
contract existed; nevertheless, the deduction 
was disallowed. Unquestionably a contract 
has important evidentiary value, and sev- 
eral decisions have emphasized the fact that 
the corporation Was or was not bound by 
ontract to make the payments it sought to 
feduct.” 


Pitfalls 


Two cases aptly illustrate the variety ot 
dificulties besetting the taxpayer who, un- 
aware of the pitfalls, seeks to deduct pay- 


ments improperly authorized taxwise. 


In the Astorian-Budget case," as noted 
herein, deductions were not allowed on any 
theory—as pensions, “ordinary and neces- 
sary business expenses,” “additional com 
pensation” or “I. T. 3329” payments. 

InW. D. Haden Company,* H. E. Haden 
had been an employee of the petitioner cor- 
poration from 1924 until he died in 1935. At 
the time of his death his salary was $200 
per month, which was the usual and cus- 
tomary scale of compensation for the serv- 
ices rendered by him. His widow was not 
in very good financial circumstances, and 
the petitioner’s vice-president authorized the 
payment of $50 per month to her. The presi- 
lent of the corporation was Haden’s brother. 
The court found, as a matter of fact, that 
payments were made to the widow from the 
time of Haden’s death through 1941 because 
ot (1) her poor circumstances and (2) the 
loyal services rendered by Haden to the 
petitioner. The payments were not made 
pursuant to any resolution, but the action 
ot the vice-president was tacitly approved 
by the Board of Directors. The petitioner 
tad no fixed policy of making payments 
lo surviving widows of employees, and such 
payments had been authorized only once 


* Footnote 2, supra. 


“Cf. Fifteenth & Chestnut Realty Company, 
supra (corporation not a party to the agree- 
Ment) ; Mobile Bar Pilots’ Association, supra 
hac Provision for the payment in the agreement 
ler which the association operated); As- 
oruin-Budget Publishing Company, supra (cor- 
yee not a party to agreement). Cf. Seavey 

larsheim Brokerage Company, supra, and 


# f. Cushman Manufacturing Company, supra. 
Footnote 19, supra. 


“Footnote 6, supra. 





Payments to Widows 


previously. The period for which Mrs. 
Haden was to receive the payments was 
limited to her lifetime or until her remar- 
riage. The petitioner paid the sum of $600 
in each of the years 1940 and 1941, and the 
court held that these payments could not 
be deducted under any theory. 


1. The payments could not be deducted 

reasonable additional compensation 
granted to employees in recognition of serv- 
ices rendered in prior years. On this issue 
the court said: 


as 


“Tn this case we have found that the pay- 
ments were made partially in recognition 
of services rendered by the decedent, but we 
have also found that the poor circumstances 
in which the widow was left by his death 
was an equal, if not the primary, induce- 
ment for the payments. Furthermore, we 
have found that the decedent during his life- 
time was paid at the usual and customary 
scale of compensation for his services. On 
these facts, and in the absence of any other 
evidence relating to the value of the services 
actually rendered, we are unable to deter- 
mine that the payments are in fact additional 
compensation. The payments are to be lim- 
ited to the widow’s lifetime or remarriage. 
They do not have any relation to an amount 
representing the value of services rendered. 
Even if we could find an element of com- 
pensation in the payments, the facts do not 
furnish evidence that the payments to ‘the 
widow, when added to the salary previously 
paid, are reasonable in amount for the serv- 
ices actually rendered, as is required by the 
statute.” 


2. The payments could not be deducted 
as ordinary and necessary business expenses 
of the petitioner, or as pensions. On this 
issue the court said: 


“We think this question is controlled by 
Old Mission Portland Cement Co. v. Helver- 


ing [35-1 ustc J 9009], 293 U. S. 289, 294: 


“Tt is a question of fact in each case 
whether a donation is made to an institution 
conducted for the benefit of the donor’s em- 
ployees or is consideration for a benefit 
flowing directly to the donor as an incident 
of its business. Here the ruling of the 
Commission, that the deduction was not per- 
missible under the statute and regulations, 
presumably rests upon a correct determina- 
tion of the facts. Welch v. Helvering [3 
usTc J 1164], 290 U. S. 111, 115, 54 S. Ct. 8, 
78 L. Ed. 212. The Board of Tax Appeals 
found that the gifts to the San Francisco 
Community Chest were apportioned among 
the charitable organizations of the City and 
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that the gifts of petitioner were made in the 
belief that “they resulted in good will toward 
the petitioner and increased its business.” 
But the Board made no finding of any direct 
benefit to petitioner’s employees or business 
which the regulations contemplate. Nor was 
there evidence before it to support such a 
finding... .’ 

“Tt is argued by petitioner that there was 
a fixed policy evidenced by similar pay- 
ments made to the widow of another em- 
ployee until she remarried. We do not think 
that this isolated example establishes a fixed 
policy of paying pensions to widows. There 
is no evidence in the corporate minutes or 
elsewhere that petitioner had a pension plan 
or had previously paid pensions to retired 
employees who had actually rendered serv- 
ices. There is no evidence that the donations 
to the widow were made for the benefit of 
the petitioner’s business.” 


3. Finally, the payments could not be 
allowed as deductions under the second sen- 
tence quoted from Regulations 111, Section 
29.23 (a)-9, and on this issue the court said: 


“Respondent’s regulation, section 19.23 
(a)-9, supra, represents administrative inter- 
pretation under section 23 (a). Deductions 
are a matter of legislative grace. In allow- 
ing a deduction for payment of the salary 
of a deceased employee to his widow for a 
limited period after death, respondent takes 
a position which appears to be reasonable 
under the statute. He has denied the deduc- 
tion claimed upon a holding that his regula- 
tion does not apply in the present instance. 
Since petitioner has not shown that the 
payments in question are to be paid for a 
limited period of time, we sustain respond- 
ent’s determination.” 





In Bogardus v. Commissioner, supra, the 
Supreme Court, holding that payments consti- 
tuted a nontaxable gift, noted that none of the 
three payor corporations had deducted such 


payments. This, however, was not the sole 
test applied. In Noel v. Parrott, supra, the 
Fourth Circuit Court said: ‘‘It nowhere ap- 


pears that it was treated or referred to as a 
‘gift,’ but, on the contrary, was claimed by 
the corporation as a salary deduction from its 
gross income in its income tax return.’’ To 
the same effect is Sutro v. U. 8S. [42-2 ustc 
1 9523]. 

As already indicated supra, footnote 30, 
I. T. 3329 allowed deduction but did not tax 
the recipient (footnote 53, infra). This is not 
true of the cases. 

41 Section 22(a) of the Code, including in gross 
income ‘‘gains, profits, and income derived from 
salaries, wages, or compensation for personal 
service . , . of whatever kind ...or... in- 
come derived from any source whatever.’’ 

“The leading cases are probably Bogardus 
v. Commissioner, supra; Noel v. Parrott, supra; 
and Botchford v. Commissioner [36-1 ustc 
7 9149], 81 F. (2d) 914 (CCA-9, 1936). 
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Income to Widow? 


The problem would be sim 


} Plified were 
the law to provide that — 


tax free. Then the only question would be 
whether or not the payment is deductible 
In effect, this is the actual outcome of many 
cases, particularly because of the presump- 
tion that the deduction of such a Payment 
evidences an intent that negatives any ides 
of a nontaxable gift.” Despite the presump- 
tion and the fact that no cases haye been 
found allowing a deduction and at the same 
time treating the payments as tax-free gifts 
the taxability of the payments as income 
depends upon statutes and regulations quite 
apart from those governing deductions. 

Basically, the problem depends upon 
whether the payment constitutes income to 
the recipient under the broad definition of 
income,” or falls within Section 22 (b) (3) 
of the Code, excluding gifts from gross in- 
come. Interpretation of these two statutes 
usually culminates in a typical case of “giit 
versus compensation,” applicable to living 
employees“ as well as to widows of de- 
ceased employees. The books abound with 
illustrations, and further discussion is out- 
side the scope of this article; the tests ap- 
plied are equally controlling on cases involving 
widows.” 

Assuming that the payment is not a gift 
and, accordingly, is taxable to someone, to 
whom is it taxable? The doctrine of Lucas 
v. Earl* is that income is taxed to the per- 
son who earned it. Consequently, a holding 
that income earned by a husband is taxable 
to his widow, is, for that reason alone, not 
above criticism.” Nevertheless, widows are 





4% ‘The sole question for decision is whether 
the award was a non-taxable gift, as contended 
by plaintiff, or in the nature of additional com- 
pensation for past services of Mr. Sutro, as 
urged by defendant. . Plaintiff relies prin- 
cipally on Bogardus v. Commissioner.” Suiro 
v. U. S., supra. 

44 [2 ustc § 496] 281 U. S. 111 (1930). 

4 This argument was used in the recent case 
of Flarsheim v. U. S. [46-1 ustc { 9305], 156 
F. (2d) 105 (CCA-8, 1946), where the appellant, 
relying on Lucas v. Earl and similar cases, 
contended that if the payment in question was 
construed as income,. it was not taxable to her 
because it was income belonging to her de- 
ceased husband. To this, the court repliel: 
“These cases turn on the principle that title 
to income when produced belongs to the owner 
of the fund which produced it. They are not 
applicable to the present case. Appellant's de- 
ceased husband owned no interest in the busi- 
ness which produced the income.’’ The recent 
decision in Varnedoe v. Allen [46-2 ustc { 93%], 
158 F. (2d) 467 (CCA-5, 1946), cert. den. Feb 
ruary 17, 1947, has also been criticized as 4 
violation of the Lucas v. Earl principle. 
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, such payments,” and no case 
costal found where Lucas v. Earl has been 
— to such a situation. In any event 
en has been put to rest by Section 
a (a) (1) (B)," which taxes to the re- 
cient amounts of gross income in respect 
re decedent, provided only that the re- 
cipient, by reason of the death of the deced- 
ent, acquires the right to receive such 
amounts. The Treasury has taken the posi- 
‘i in I. T. 3840 * that amounts received 
bv the widow of an employee, pursuant to 
the terms of a voluntary death benefits plan, 
represent consideration for services rendered 
bv the employee and constitute taxable in- 
come to the recipient under Section 126 (a). 


often taxed OF 


Whether payments represent gifts or in- 
come, cannot be answered by definitions or 
categories; but some aid can be gleaned by 
distinguishing between enforceable and non- 
enforceable obligations. 





Enforceable Obligations 


It does not seem too dogmatic to say that 
any payment to which the widow has a 
vested right enforceable by virtue of a con- 
tract, is taxable to her. No case has indi- 


cated otherwise. In Sutro v. U. S.@ it was 
said: 


“The general rule is that a plan of this 
srt [insurance plan, premiums paid by em- 
ployer] creates an enforceable obligation on 
the part of the employee or beneficiary, even 
though the plan states that it is voluntary. 


“The use of the word ‘guaranty’ by Stand- 
id indicates an intent to create an en- 
orceable obligation. Generally, the courts 
onsider the good will of the employees and 
ong and faithful service on their part as 
consideration for such plans. If there was 
in enforceable obligation, there was of 
course no gift, and this fact alone would be 
acomplete answer to plaintiff’s contention. 





“Flarsheim v. U. S., 
Allen, supra, 


— to the Code by the Revenue Act of 


supra; Varnedoe v. 


i 1947-4-12489 (p. 2) [474 CCH ]f 6110]. 
“Footnote 39, supra. In Flarsheim v. U. S., 
‘upra, the court pointed out that the contract 
‘sted in the widow a right to receive income. 
see, also, I. T, 3840, supra, and Section 126 (a) 
of the Code. 

SE. &., Sutro v. U. S., supra; I. T. 3840, 
supra. The effect of an enforceable obligation 
's further discussed in the comparison of con- 
flicting authorities, infra. 


"1 Mertens, Law of Federal Income Taxation, 
Section 8.09, p. 392. 
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“In the Bogardus case [relied on by plain- 
tiff], a corporation sold out to another corpora- 
tion, the stockholders of the new corporation 
being the same as those of the old. To 
show their gratitude for the services of the 
employees of the old company, the directors 
and stockholders of the new company voted 
cash gifts to be paid to those employees. 
The Supreme Court held, contrary to a long 
line of Circuit Court cases, that these were 
non-taxable gifts. There are two distin- 
guishing features about this case: (1) The 
new company did not deduct the gifts or 
bonuses as expenses for income tax pur- 
poses. (2) These were not enforceable obli- 
gations. The Supreme Court indicated that 
if these two elements had been present its 
decision might have been different.” 


The courts have been quite liberal in hold- 
ing that contracts designated as voluntary 
were nonetheless enforceable by the widow.” 


Nonenforceable Obligations 


The converse is not necessarily true of 
nonenforceable obligations. A widow may 
be taxed even though she receives a pay- 
ment by virtue of a voluntary and, in fact, 
a nonenforceable obligation. “There is not 
much to distinguish the problem here dis- 
cussed from the general considerations under- 
lying the distinction between compensation 
and gifts ... the essential problem involved 
is one of determining the intention of the 
parties. Where the pension is paid as a 
result of a uniform plan offered as an induce- 
ment to the employee to enter the service 
of the employer, it would seem to represent 
compensation even though granted without 
a legal or moral compulsion.”™ Accordingly, 
a voluntary payment, intended by the payor 
to represent additional compensation for the 
services of a deceased employee, would be 
taxable to the recipient.” 


This is true even though the payment be 
termed a “pension”; for Regulations 111, 





52 See Varnedoe v. Allen, supra, where, al- 
though the payments were made pursuant to 
state statute, the court said: ‘‘The payments 
that the taxpayer received were awarded to 
her in consideration of services rendered to the 
city by her husband in his lifetime. They are 
gross income to her as compensation for serv- 
ices rendered within the meaning of Section 
22(a) of the Internal Revenue Code, and in our 
opinion are not within the exception to the 
general rule with reference to mere gifts or 
gratuities.’’ See also Brayton v. Welch [41-2 
ustc { 9539], 39 F. Supp. 537 (DC Mass., 1941), 
and I. T. 3840, swpra, rendered on the authority 
of Section 126(a) of the Code, but characterizing 
the payments as ‘‘consideration for services ren- 
dered by the employee.”’ 
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Section 29.22 (a)-2, provide, in part, that 
“pensions or retiring allowances paid ... by 
private persons are income to the recipients.” 
Moreover, one should not be confused by 
the additional statement in the same regu- 
lation: “However, so-called pensions awarded 
by one to whom no services have been 
rendered are made gifts or gratuities and 
are not taxable.” Apparently, this provision 
applies only where neither the deceased nor 
his beneficiary has rendered services to the 
payor. I. T. 3329 contains language sug- 
gesting that any voluntary payment to a 
widow would be tax free.’ However, the 
ruling in L. O. 1040” indicates that the 
exception in the regulation applies only when 
the payor is someone other than the em- 
ployer, and the decision in Varnedoe v. Allen™ 
is to the same effect. 


Tax-Free Payments 


Notwithstanding many decisions and rul- 
ings herein cited, payments to a widow are 
not necessarily always taxable. “Where 

the payments are made without any 
agreement to render services and without in 
fact any services having been rendered, the 
payments are not taxable to the recipient.” ™ 


Among the authorities cited for the state- 
ment are I. T. 3329 and L. O. 1040, already 
discussed. To these the author might have 
added T. D. 2090" and O. D. 1017," both 
to the effect that a widow receiving a de- 
ceased officer’s salary from a corporation 
receives a gratuity, not taxable. Unfortu- 
nately the extent to which reliance can be 
placed on these and other authorities is, at 
best, a matter of speculation. The decisions 
and ruling are conflicting, and often it is 
difficult to understand the precise theory on 
which they are based. 





53 Footnote 30, swpra, for the facts. The lan- 
guage was as follows: ‘‘The amounts constitute 
gifts to B and are, therefore, not taxable in- 
come to her. With respect to the sum received 
by her in 1938, the fact that it is termed 
‘pension’ does not exclude it from consideration 
as a gift since the terms ‘pension’ and ‘gift’ are 
not mutually exclusive. When an allowance is 
paid by an organization to which the recipient 
has rendered no service, the amount is deemed 
to be a gift or gratuity and is not subject to 
Federal income tax in the hands of the recipi- 
ent.”’ (Italics supplied.) Cf. Brayton v. Welch, 
supra. 

54 Footnete 23, supra. L. O. 1040 rules that 
payments by the Carnegie Foundation for the 
Advancement of Teaching to teachers and their 
widows constitute so-called pensions awarded by 
one to whom no services have been rendered 
and, accordingly, are not taxable to the re- 


cipient. A payment may be both a pension 
and a gift. Note that the Carnegie Foundation 
718 
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L. O. 1040 must be disting 
other authorities because of Regulations 1]] 
Section 29 (a)-2, which excepts Pas 
awarded by one to whom no se 
been rendered. Similarly, as already pai 
gested (page xxx),” I. T. 3329 may have 
been based on the same exception. How. 
ever, it refers to a payment by an organiza. 
tion to which the recipient has rendered . 
services, rather than a payment awarded hy 
one to whom “0 services have been rendered 
as described in the regulation, If I. T. 3320 
is merely a loose interpretation of the regu. 
lation, then its effect is negatived by th 
language quoted from Varnedoe y. Allen 
On the other hand, if I. 


T. 3329 was not 
decided under Pk Section 
29 (a)-2, 


but was based on the broader 
proposition that, under the circumstances 
the payments were gifts, then the ruling. as 
well as the rulings in T. D. 2090 and O. D 
101 FN 


which, superficially at least, are conflicting 


uished from al 


Pensions 
Tvices hays 


Regulations 


is colored by decisions and rulings 


The conflict may be illustrated thus: 1.1 

3329, T. D. 2090 and O. D. 1017 stand for 
the proposition that a widow who receives 
her deceased husband’s salary, or payments 
tantamount thereto, receives a tax-free gift 

More recently, the cases of Flarsheim 7 

U. S. and Varnedoe v. Allen and the ruling 
in I. T. 3840 reached a contrary result, The 
fundamental] inquiry in all of those authori- 
, or should be, identical: Does the 
transaction represent a gift or an award of 
compensation? Apparently the latter au- 
thorities are distinguishable only on the 
“enforceable obligation” theory. This, as has 
been suggested, would seem to mean that an 
enforceable right is conclusively determina- 
tive of the basic question as to whether the 
payment constitutes gift or compensation. 
Still further, it would seem that virtually 


ties is 





was not the employer, and this is evidently 
what the regulation means by the phrase “to 
whom no services have been rendered.” 

55 Footnote 45, supra. With respect to the 
exception in the regulation, the court said 
“Tf the payments to the taxpayer were not 
mere gifts or gratuities, under the above-quoted 
exception, awarded by one to whom no services 
had been rendered, they are taxable. It is not 
necessary that the services should have been 
rendered by the payee. The payor is the one 
to whom the services must have been rendered. 


56 Mertens, op. cit. 

5t December 14, 1914 [461 CCH ° 52.48] 
5885 CB 101 [461 CCH { 52.48]. 

59 See also footnote 53, supra. 

6 Footnote 55, supra. 

*! Footnotes 57 and 58, supra. 

® Footnote 48, supra. 
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y ’ 

Me employee, would be construed as en- 
the heredl 
forceable by his widow. 


Perhaps the best tax preventive is the 
e of contracts or preconceivea plans 


avoidance 


| and the authorization of payments (for a 


corporation, by resolution) only after the 
leath of the employee. This method was 
suecessful in I. T. 3329, not only in relieving 
the widow of taxability but also in estab- 
lishing a deduction for the payor. Despite 
the conflicts mentioned, the “I. T. 3329 
method” apparently can still be used with 
oratifying results.™ 





@ Pitfalls, such as those in the Haden case, 
supra, should be avoided by limiting the period 
wer which the payments are to be made. In 
view of the discussion supra and footnotes 30 
ind 34, could a resolution specify that payments 
are to be made for, say, twenty-five years, and 
would such payments be both deductible by the 
corporation and tax-free to the widow? 

#A final word should be said concerning the 
so-called enforceable obligations, pension plans, 
insurance plans and statutory rights in the 
cases and rulings discussed. In a Special Ruling 
f 1946 [464 CCH { 62.41], it was said: ‘‘Stipends 
granted to the widows of former governors, 



































In conclusion, it would seem that so 
long as payments are in fact voluntary, are 
not made pursuant to an agreement or 
“enforceable” plan“ and are not in fact com- 
pensation for services rendered, they prob- 
ably will be construed as tax-free gifts. In 
W. D. Haden Company,” where the deduction 
was disallowed, the court, by way of dictum, 
said: “In the absence of a finding that the 
payments made to the widow are in the 
nature of additional compensation, and in 
the absence of a contract, with the deceased 
employee for such payments, they must be 
considered as gifts which are not taxable 
to the recipient under section 19.22(a)-2 of 
the pertinent regulations.” [The End] 


and the widow of the governor in office or gov- 
ernor-elect, of the State of Indiana at the time 
of the passage of section 1, Chapter 6, Acts 
1945, State of Indiana, come within the category 
of gifts and are exempt from the income tax 
under the provisions of section 22(b)(3) of the 
Internal Revenue Code.’’ This ruling appears 
to be in direct conflict with our discussion of 
enforceable obligations, and with cases such as 
Varnedoe v. Allen. The ruling was not referred 
to in the body of this article because, to the 
writer, it stands alone as an_ inexplicable 
paradox. 
6 Footnote 6, supra. 


-———————_————__ 


SEC Opinion 


The Securities and Exchange Commission has issued an opinion of its Chief 
Accountant, Earle C. King, stating the circumstances under which independent 
public accountants may properly express their opinions, and the proper form for 
such opinions, with respect to summary earnings tables to be included in regis- 
tration statements filed under the Securities Act of 1933. 


The Chief Accountant concludes that it is generally improper and misleading 
for an accountant to permit his name to be used in connection with any period 
covered by a summary earnings table or to express his professional opinion as to 
the fairness of the representations made for such period in the table unless he has 
made an examination for such period in accordance with generally accepted 
auditing standards applicable in the circumstances, or unless he has been the 
auditor for the company throughout the entire period covered by the summary 
and needs to make only the ordinary additional review. The opinion indicates 
that the customary method of expressing such an opinion takes the form of a 
certificate conforming to the requirements of Rule 2.02 of Regulation S-X. 
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Advantageous Tax Positions 


in Securities Transactions 


By MICHAEL D. BACHRACH 


rMO SECURE the most advantageous tax 

position in securities transactions the in- 
vestor must keep in mind one simple rule: 
avoid short-term gains and long-term losses. 
The astute investor can do both without fore- 
going an immediate profit or incurring an 
unnecessary loss. 


Take the case of Jonathan Smart, an ex- 
ecutive who has his business so well organ- 
ized that he can take time out to engage 
in some stock market activity. Jonathan is 
very tax conscious, but this is understand- 
able since Uncle Sam has been taking over 
half his income in recent years. He is, there- 
fore, a firm believer in the doctrine expressed 
by Judge Learned Hand (Helvering vw. 
Gregory [1934 CCH 9180], CCA-2, 69 F. 
(2d) 809), “Anyone may so arrange his 
affairs that his taxes shall be as low as 
possible; he is not bound to choose that 
pattern which will best pay the Treasury; 
there is not even a patriotic duty to increase 
one’s taxes.” 


So Jonathan takes full advantage of the 
opportunities afforded by the law and regu- 
lations to secure the best possible net return 
from his securities transactions. 


For one thing, Jonathan almost never 
takes a short-term gain. This does not mean 


that he passes up a profit because the stock 
in question has been held less than six 
months. On the contrary, he believes in tak. 
ing his profits while the taking is good. But 
it is the way he does it that makes the 
difference, which is not a trifling matter, It 
is the difference between giving most of the 
profit to Uncle Sam and keeping most of it 
for himself. 


Whenever Jonathan wants to take a profit 
on a stock held less than six months, he sells 
it short, then covers with his own shares as 
soon as they become “old enough.” In this 
way he converts a short-term gain into a 
long-term gain. When stock is sold “short,” 
there is neither gain nor loss until the sale 
is covered by delivery of the stock purchased. 


If the stock continues to go up during 
the period between the short sale and the 
“covering” transaction, Jonathan will sell his 
shares on the market instead of delivering 
them to cover the “short” sale, thus deriving 
a maximum long-term gain. Immediately 
thereafter he will purchase a similar number 
of shares to cover his “short” sale, thereby 
establishing a short-term loss. In this way 
he gets the benefit of a tax saving coming 
and going. 


For example: 





The author, a certified public accountant, is associated with the firm 


of Bachrach, Sanderbeck and Company of Pittsburgh. 


The mate- 


rial in this article was presented as a lecture by the author at the 
Pennsylvania State College Institute on Business Finance and Taxation 
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Buying “When-Issued’’ Stock 


In the course of his market activities Jon- 
pe has learned something about trading 
in“when-issued” stocks. He knows, for ex- 
aie that a contract to buy or sell a 
ighen-issued” security is an asset separate 
a distinct from the security itself. As 
ee (except as to dealers) it is a capital 
get subject to the capital gain and loss 
arovisions. The holding period commences 
when the contract is executed and termi- 
«ates when it is disposed of by sale or 
sherwise. Consequently, Jonathan is alert 
wo the tax advantages to be gained in know- 
sg whether to sell the stock itself or to 
gl] the contract. 





For example, in January of 1946 he con- 
‘acted to buy 200 shares of Concentrated 
mas stock “when issued” at thirty. In Sep- 
ember, shortly before the stock was issued, 
twas selling at forty-six. Desiring to secure 
eprofit of sixteen points and at the same 
ime avoid taking a short-term gain, Jona- 
than did not do what the ordinary investor 

wid have done. An ordinary investor— 

‘scall him Smith—would have contracted 
sell 200 shares “when issued” at forty-six. 
later, when the stock was issued, it would 
ave been delivered through Smith’s broker 
tothe vendee, and Smith would have real- 
zed a short-term gain because the security 
would be held only momentarily before de- 





f) 


livery. Not so with our friend Jonathan 
Smart. Jonathan does not believe in taking 
a short-term gain if he can help it. Instead 
of contracting to sell 200 shares “when 
issued” at forty-six, Jonathan sells his “buy 
contract” at whatever discount is required, 
say $400, from its current market value of 
$3,200 (the difference for 200 shares between 
the contract purchase price of thirty and the 
market price of forty-six) and thereby con- 
verts a short-term gain of $3,200 into a long- 
term gain of $2,800. Again assuming Jona- 
than is in the sixty per cent bracket, he 
gets to keep $2,100 (seventy-five per cent of 
$2,800) rather than $1,280 (forty per cent) of 
$3,200). 


Jonathan, however, being particularly ex- 
perienced in these transactions, does not stop 
with this apparent saving of $820 ($2,100 
minus $1,280). He goes one step further. 
He enters into a contract to sell his poten- 
tial 200 shares at forty-six, then finds a 
purchaser for both his buy contract at thirty 
and his sell contract at forty-six, again giving 
a $400 discount to make the deal. Since 
the rule is that the difference between what 
Jonathan realizes on both contracts ($2,800) 
and the fair market value of the buy con- 
tract ($3,200) represents the amount he con- 
structively paid the purchaser to assume his 
liability under the sell contract, we have this 
situation: 


Short-term Long-term 


Jonathan assigns in September, 1946, a buy contract which he 


acquired in January, 1946, and receives Runes 7” 
At the same time Jonathan induces the purchaser to assume 


his liability under a sell contract obtained the same month 


and pays 


Taken into account 
Net long-term capital gain. 


In this way Jonathan gets to keep $2,200 
$2800 minus fifty per cent of $1,200), or 
100 more than if he had failed to take the 
ditional step. 


long-Term Gains Offset 
by Short-Term Loss 


Jonathan is also aware that if he holds 
oth contracts during a market rise for not 
onger than six months from the September 
éxecution of the second contract, each dollar 
ot additional long-term gain he is construc- 
tely earning on the buy contract is being 
offset by a dollar of additional short-term 
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Loss Gain 
$3,200 
eean $400 
400 1,600 
$1,200 





loss on the sell contract, a happy situation. 

As an experienced investor Jonathan real- 
izes the importance of maintaining careful 
records of his security transactions. He 
knows that if securities have been sold and 
cannot be identified as to date of acquisi- 
tion, the securities sold will be considered 
to have been those first acquired. Therefore, 
whenever Jonathan sells part of a block of 
securities consisting of shares acquired at 
different times and at different prices, he 
makes sure of selecting the exact certificate 
which meets the required time factor—over 
six months if sold at a gain, Jess than six 
months if sold at a loss. Moreover, if in 
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connection with a tax-free reorganization 
he is required to turn in a block of shares 
purchased at different times and different 
prices for new certificates in the reorganized 
company, he sees to it that the new certifi- 
cates are issued to him in the same denomi- 
nations as the old. He then earmarks each 
new certificate to take the date and cost of 
a corresponding old certificate, thus avoid- 
ing the necessity of averaging his cost over 
the new shares, and preserving instead the 
advantage of achieving a minimum gain or 
a maximum loss when he disposes of the 
new certificates. 


Smart has learned over the vears that little 
things like these add up to big things like 
retained profits. In fairness to Jonathan it 
must be admitted that he has no always 
been so tax conscious, but somehow has 
come around to feeling that Uncle Sam is 
being a bit selfish when he starts taking 
more than half a man’s income. “After all,” 
says Jonathan, “why should a taxpayer have 
all the risk and worry, etc., etc., and then 
have to turn around and give more than 
half the profit to the tax collector?” So 
Jonathan feels fully justified in his assidu- 
ous tax planning. 


‘Holding Period” Rules 


There are certain sections of the tax law 
and regulations which Smart has taken the 
trouble to learn thoroughly, to wit, those 
dealing with the “holding period.” Having 
learned from experience that “holding pe- 
riod” is an important factor in securities 
transactions, Jonathan can tell you— 


1. To make a long-term transaction, the 
asset must be held more than six months. 


2. The holding period starts the day after 


the purchase and ends on the day of sale. 

3. The date of purchase of securities 
(bought on a stock exchange) is the date 
when the purchase order ts executed. 

4. The date of sale of securities (on the 


exchange) is the date when the sell order 
is executed. 


Note: Jonathan is aware of the Bureau’s 
exception to this rule when a cash basis tax- 
payer sells on December 31. If sold at a loss, 
the loss is recognized as of that day. If sold 
at a profit, the gain is deferred until the 
following year (date of delivery). 


5. The holding period of securities ac- 
quired by. gift dates back to the donor’s 
acquisition. However, if the securities are 
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sold at a loss and the basis is th 
the date of gift, then the hol 
starts from that date. 


€ value on 
ding period 


6. If the securities were acquired 5 
ttance, the holding period goes bac 
decedent’s death. 


y inher- 
k to the 


j. The holding period of securities received 
in a tax-free exchange dates back to the pur- 
chase of the old securities. Securities received 
as a tax-free dividend date back to the acqui- 
sition of the original shares. 


8. Securities received by a Partner as a 
distribution in kind date back to the firm's 
acquisition, or, if previously contributed to 
the firm by a partner, to the date of the 
original acquisition by the partner, 


Tax-Saving Possibilities 
in Security Transactions 


In addition to his other business activities 
Jonathan Smart is a member of a partner- 
ship engaged in operating a small number 
of oil wells. The partnership has been quite 
successful and has invested some of its funds 
in marketable securities. Jonathan does not 
concern himself too much about the oil well 
operations, but he is alert to the tax-saving 
possibilities inherent in any security trans- 
action. Whenever it is decided to sell some 
of the securities in order to take a profit, 
Jonathan not only checks on the holding 
period but also figures out whether it is 
better for the partnership to make the sale 
or to distribute the securities to the partners 
and let them sell as individuals. He has 
found that it can make quite a difference. 
And here is the reason: 


If the partnership sells, the securities take 
the cost or other basis to the partnership. 
If the individuals sell, the securities take as 
a basis that proportion of the partners’ capi- 
tal which the market value of the securities 
bear to the market value of the total assets. 
Hence, it usually follows that if the securi- 
ties have appreciated since acquisition, am 
immediate tax advantage can be gained by 
having the partners, rather than the frm, 
make the sale; whereas if the securities have 
depreciated, it is better for the partnership, 
rather than the individuals, to make the sale. 


Making the Transaction Work 


As an example of how such a transaction 
works, let us follow Jonathan Smart over 
to the office’ of the firm and glance ove 
his shoulder as he looks at the Statement 
of Financial Position: 
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Bought Sold 
(1) On January 10, Jonathan buys 200 shares of Concentrated 
ND 5 5c ew vk wa wd ore BW REARS 6 eae RARE eee 3,200 
) On April 20, the shares having gone up to 34, he sells 200 
shares “short” to avoid a short-term gain. 6,800 
(3) On July 12, the stock now being quoted @ 40, Jonathan sells 
his 200 shares for. ey PO nh site Pegi Oe: 8,000 
(4) On July 13, he buys 200 easiness @ 40 to cover his ‘ ‘short” 
Ne CERIN | cr 5 «an creeon dein AD oP eC ee ee 8,000 
11,200 14,800 
Net gain 3,600 
14,800 14,800 


By means of the foregoing arrangement, 
Jonathan has converted a short-term gain 
of $3,600 (fully taxable) into a net long-term 


Gain on sale of 200 shares: 
Sold July 12 @ 40 (3).... 
Cost January 10 @ 16 (1).. 


Long-term gain . 
50% recognized ........ 
Loss on “short” sale 200 shares: 


Sold April 20 @ 34 (2)..... 


Covered by purchase July 13 @ 40 (4). 


Short-term loss 


Net long-term gain 


Assuming that Jonathan’s other income 
brings him into the sixty per cent tax bracket, 
here is what his “know-how” has saved him: 


Possible tax on short-term gain of 


.. reer S 2,160 

Actual tax on net long- term gain of 
k,n 600 
Saving in tax 1,560 


Planning Ahead 


Not only does Jonathan get the maximum 
ax benefit out of each transaction as it 
‘mes along, but he plans ahead, like a bil- 
ard player, to establish the most favorable 
sition for the next “shot.” Thus, if Jona- 
than wants to take a short-term loss ona 
ertain stock without losing his investment 
position in the security, he sells the stock 
short, promptly purchases an equal number 
of shares, then waits thirty days before 
“covering” with his own original shares. In 
this way he (1) establishes a short-term 
loss, (2) keeps the same securities at a lower 
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gain of $1,200 (on which the maximum tax 





is fifty per cent) as follows: 
Bought Sold 
ORE See ie 8,000 
ee ee 3,200 
Bop hesi gs 4,800 
2,400 
6,800 
8,000 
(1,200) (1,200) 
1,200 





cost, (3) avoids running into the “wash sale” 
provisions, 


Shortly before the end of each year Jona- 
than reviews his trading activities to make 
sure that nothing has been overlooked which 
might be to his tax advantage. While going 
over his portfolio, Jonathan pays particular 
attention to those securities which have 
dropped to little or no value. Ever since 
the law was changed to treat the loss from 
worthless stocks as a capital loss, Jonathan 
prefers to establish his loss (while the secu- 
rity still has some value) by making a sale 
rather than argue with a revenue agent over 
the year of worthlessness. 


Should Jonathan happen to find in his 
year-end survey that he has sustained more 
losses than gains, he takes steps to avoid any 
“lost loss” by selling other securities at a 
profit and buying them right back again. He 
thereby establishes a higher basis for the 
future disposition of those securities, insur- 
ing ultimate tax benefits. He prefers to do 
this rather than rely on the loss carry-for- 
ward provisions because, as he puts it, “you 
never know what Congress is likely to do.” 


723 





ASSETS 

Come. .... ces) Se ai Rteart Seas 

Marketable Securities—Group A . 
Group B 

Oil properties 


Total 


LIABILITIES AND NET WORTH 


Liabittes .......... 

Net Worth—Partner No. 1 
Partner No. 2 
Partner No. 3 


Total 


It has been decided to sell the “Group A” 
securities. If the firm sells, there will be a 
gain of $30,000 (sale price $40,000, basis 
$10,000, gain $30,000). If they are distrib- 
uted in kind to the partners, they will have 

40,000 
a basis to each partner of x 25,000, 
100,000 
or $10,000; and since each partner will sell 
his share of the securities for $13,333.33 
(one third of $40,000 selling price), there 
will be a recognized gain of only $3,333.33 
to each partner, or a total gain of $10,000. 
To be sure, the basis of each partner’s 
remaining interest in the firm will be re- 
duced to $15,000 (or a total of $45,000) and 
Uncle Sam may catch up with the boys 
later on; but Jonathan seemed to derive a 
peculiar satisfaction from the immediate 
result, namely, a $30,000 profit and a tax 
on only $10,000. His partners, of course, 
were equally pleased with the outcome and 
enthusiastically told him so. Nevertheless, 
one of them privately checked with a reli- 
able tax practitioner to make sure that the 
deal would “stand up” with the tax authori- 
ties. 

Jonathan’s principal business is a manu- 
facturing enterprise conducted in corporate 
form under the name of Smart Products, 
Inc., of which he is the principal stock- 
holder. Last year he received an unusually 
attractive offer for his business, but the deal 
fell through because the purchaser insisted 
on buying the assets of the corporation 
while Jonathan insisted on selling the stock. 
As Jonathan put it, “I worked my fool head 
off during most of my life to build up that 
business, and I’ll be darned if I’m going 
to give half of it to the government. If the 
corporation sells the assets, it will have to 
give up one fourth of the profit in taxes; 
and when the balance is turned over to me 
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Oil Well Operating Company 





Book Mar 
Value a | 
5,000.00 5,000.00 
10,000.00 40,000.00 
ales 10,000.00 5,000.00 
50,000.00 50,000.00 
"yeaah cae | 
75,000.00 100,000.00 | 
ee 
None None 
gutta Beet 25,000.00 — 33,333.34 
25,000.00 — 33,333,3 
25,000.00 — 33,333.33 








75,000.00 100,000.00 





in liquidation, I’ll have to give up another 
fourth. If I sell the stock, there will be 
only one tax; and that’s plenty.” Poor Jon- 
athan, he missed the boat that time. He 
could have arranged the transaction so that 
both parties would be happy, by explaining 
to the purchasers that they could buy the 
stock, then liquidate the corporation and 
take over the assets at full market value 
(thus achieving the desired purpose of estab- 
lishing an adequate basis for depreciation) 
and thereafter form a new corporation to 
acquire the assets in a tax-free exchange, 
(Query: Would Uncle Sam attempt to dis- 
regard the intervening steps as having no 
valid business purpose? What do you 
think?) 


Dividend in Kind 


While negotiations were being carried on 
for the proposed sale of his business, Smart 
heard a considerable amount of praise about 
the liquid position of his company, coupled 
with vague references to possible contingent 
tax liabilities arising under Section 102. He 
decided that it might be well to declare 
some extra dividends, but preferred to main- 
tain his cash position. The corporation 
owned a sizeable block of marketable secu- 
rities acquired over a period of years which 
showed considerable appreciation in value. 
So he declared a dividend in kind (rather 
than a stated number of dollars) and thereby 
was able to distribute the securities to the 
shareholders without the recognition of any 
gain to the corporation. The taxable result 
to the shareholders was, of course, the same 
as if they had received an equivalent value 
in cash. The distribution was taxed at full 
value to the stockholders, but they had at 
least avoided a duplicate tax to the cor 
poration. 
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Conclusion 


Much as it may appear that the tax-con- 
gious Mr. Smart’s ideas, in the words of 
Vr, Justice Hunt (U. S. v. Isham, 84 U. S. 
798), “are subject to no legal censure if 
carried out by the means of legal forms, 
nevertheless, it should not be assumed that 
the writer condones such an approach, much 
less advocates it. On the contrary, in his 
opinion, there is no justification for a taxing 
system which provides so much opportunity 
for the exercise of ingenious schemes for 
lawiul tax avoidance. Such a system gives 
the “tax-conscious” citizen an unwarranted 
advantage over the ordinary individual who 
goes about his affairs without constant re- 


course to “tax advice.” There is a need for 
considerable reform in this area, and one 
step in that direction could well be the re- 
casting of the artificial rules pertaining to 
capital assets and holding periods. Better 
still (though less likely) would be the com- 
plete elimination of capital gains and losses 
from the scope of the federal income tax. 
Such action has consistently been urged by 
the writer in articles in TAxes—The Tax 
Magazine and elsewhere, and the arguments 
will not be repeated here. For the present, 
it is sufficient to say that reputable tax 
practitioners would welcome any revision 
of our tax laws designed to reduce or elimi- 
nate the so-called “legitimate” methods of 
tax avoidance. [The End] 


nen 


CIGARETTE TAXES 


Legislative action to date discloses that new or increased taxes on cigarettes 
have been enacted by many states to meet the mounting need for additional 


revenue, 


Of the eight states imposing new levies, West Virginia has fixed the tax at 
one cent per package; Montana, Nevada and Oregon, at two cents per package; 
Indiana, Michigan, Minnesota and Nebraska at three cents per package. A pend- 
ing referendum may suspend the collection of the Oregon tax until its approval 


by the voters at the October election. 


Arkansas has increased its existing tax from five cents to six cents per 
package; Maine and Pennsylvania, from two cents to four cents per package; 
Idaho, Kansas, New Mexico, New York and Rhode Island, from two cents to 


three cents per package. 


It should be noted that the additional one cent per 


package tax in New York will become effective only if the soldiers’ bonus amend- 


ment to the Constitution is approved. 


New York and Ohio, which formerly enacted their taxes on cigarettes as 


emergency levies, made them a permanent part of their tax structure. 


Penn- 


sylvania and Wisconsin extended their emergency levies for two years. 






































When Are Life Insurance Premiums 
Paid Indirectly? 


By 


SAMUEL J. FOOSANER 


The author is a Newark tax attorney. This article is a reprint from the 
June, 1947 issue of The Journal of the American Society of Chartered 
Life Underwriters 


t hmong 1942 REVENUE ACT? comprises 
the most comprehensive, far-reaching 
and misunderstood tax legislation ever to 
emerge from the Halls of Congress. True, 
the various statutes, enacted both prior to 
and since 1942, have many implications and 
demand careful review; but none of them 
possess the impelling provisions embodied in 
the 1942 legislation—provisions which are 
fraught with so many variations that their 
full import could be but partially appreciated 
on the first reading of the law. 


The Law, As Amended 


To life underwriters, tax counsel, trust 
officers and those who have occasion to 
delve into estate planning generally, one 
particular phase of the 1942 Act protrudes 
as a hot poker. This portion of the law ad- 
monishes by implication that those who 
become involved with it hazard the possi- 
bility of extensive tax risk. Reference is 
made to the treatment of estate taxation of 
life insurance. As is generally known, prior 
to the passage of the 1942 Act, there existed 
a $40,000 exemption with respect to life in- 
surance made payable to named _ bene- 
ficiaries. Not so under the law today. With 
the enactment of this new revenue law,’ 
the Internal Revenue Code* was amended * 
to include life insurance proceeds in the 
gross taxable estate of a decedent on the 
following basis: 


1 Enacted October 21, 1942. 

2 Applying to estates of decedents dying on 
or after October 22, 1942. 

* Section 811 (g). 

* By Section 404 of the 1942 Revenue Act. 
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“(g) 

“(1) Receivable by the executor.—To the 
extent of the amount receivable by the ex- 
ecutor as insurance under policies upon the 
life of the decedent. 


Proceeds of Life Insurance — 


“(2) Receivable by other beneficiaries— 
To the extent of the amount receivable by 
all other beneficiaries as insurance under 
policies upon the life of the decedent (A) 
purchased with premiums or other consid- 
eration, paid directly or indirectly by the 
decedent in proportion that the amount so 
paid by the decedent bears to the total pre- 
miums paid for the insurance, or (B) with 
respect to which the decedent possessed at 
his death any of the incidents of ownership, 
exercisable either alone or in conjunction 
with any other person. For the purpose of 
clause (A) of this paragraph, if the decedent 
transferred, by assignment or otherwise, a 
policy of insurance, the amount paid direct- 
ly or indirectly by the decedent shall be 
reduced by an amount which bears the same 
ratio to the amount paid directly or indi- 
rectly by the decedent as the consideration 
in money or money’s worth received by the 
decedent for the transfer bears to the value 
of the policy at the time of the transfer. For 
the purposes of clause (B) of this paragraph, 
the term ‘incident of ownership’ does not 
include a reversionary interest.” 

Section 404 (a) (2) above quoted ® cot- 
tains the phrase, “purchased with premiums, 
or other consideration, paid directly or i 
directly by the decedent.” This is the ter- 
minology to be particularly explored by this 
article. 





51942 Revenue Act. 
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Premium Payment Background 


are many who think that the mat- 
payments first attracted 
sromine!nce upon the passage of the 1942 
\ct, This is not so. The question of who 
paid the premiums was a matter of concern 
th various Estate Tax Regulations for 
he sixteen-year period from 1918 to 1934. 
“s wig ae accurately to determine whether 
r not life insurance proceeds were to be 
‘acluded i ina decedent’s gross taxable estate, 
he Regulations, in referring to insurance on 
he life of a decez ised insured, formerly in- 
voked the conclusion that the insurance was 
“deemed to have been taken out by the 
lecedent in all cases where he paid the 
premiums, either directly or indirectly.” 
With the Lang decision® in the year 1938, 
the premium payment question was given 
aided significance. To those who alertly 
watched the signals, there was little doubt 
tthe Lang adjudication forecast a trend 
at was to inevitably make itself fixed 
part of the statutory law. 


There 
ter of premium 


Not long after the Lang decision, the lIal- 

wr Bailey case’ appeared upon the scene. 
While the question of legal incidents of 
wnership was involved in this case (be- 
cause of the possibility of reverter which 
ad been retained by Mr. Bailey in a number 
finsurance policies which he assigned to 
iis wife), it was the premium question which 
comprised the more serious issue. So 
strongly did this aspect of the problem ap- 
pear to the court that Judge Littleton, in 
referring to the earlier decision of the court,® 
said: 





[First Opinion] 

We held, however, that since the 
record required the finding that the insured 
had continued to pay the premiums after 
assignment, Congress had authority to tax 
the proceeds, i. e., to require their inclusion 
in the gross estate for the purpose of deter- 
mining the net estate to be used as the 
measure of the estate tax, and that it had 
lone so by the language of section 302 (g), 
Revenue Act of 1924, and corresponding 
sections in subsequent acts. We therefore 
lismissed the petition. 

[Second Opinion] 
“Subsequently, 


z 





upon a motion for a new 
trial and for permission to introduce further 


‘Lang v. Commissioner [38-1 ustc 
304 U. S. 264: 58 S. Ct. 880. 
: ‘Bailey v. U. §., 27 Supp. 617, first decision 
lay 29, 1939; Court of Claims of U. S. modified 
decision March 4, 1940 [40-1 ustc § 9289], 31 Fed. 
Supp. 778, 

*See footnote 7. 


{ 9308], 
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evidence, we held, upon evidence, showing 
that the assignee, Bertha M. Bailey, had paid 
all the premiums subsequent to assignment, 
that, in such case, under the rule of Helver- 
ing v. St. Louis Trust Co., the proceeds 
were not taxable. The decision dismissing 
the petition was therefore vacated (opinion 
December 4, 1939), and judgment entered 
for refund of the tax paid.” 


For a period of approximately twenty-one 
months,® Treasury Decision 5032 prevailed. 
This, promulgated on January 10, 1941, once 
again focused the prime emphasis on pre- 
mium payment. T. D. 5032 made the ques- 
tion of who paid the premiums the singular 
test for the purpose of ascertaining whether 
or not insurance proceeds were to be in- 
cluded in the gross taxable estate. of a de- 
cedent. This type of Treasury thinking 
unquestionably resulted from the then pre- 
vailing trend begun in 1918, as subsequently 
stressed by the Lang and Bailey cases. 


With the benefit of this pertinent back- 
ground giving rise to Section 811 (g) of the 
Code, as amended,” and noting that under 
the law today all insurance proceeds are 
includible in the estate of a decedent where 
such decedent paid the premiums or other 
consideration, directly or indirectly, to the 
extent so paid, etc., we can now pose the 
question: “When Are Life Insurance Pre- 
miums Paid Indirectly ?” 


Treasury's Attitude 


Any endeavor to respond to this question 
must necessarily be considered, at best, as 
constituting a presumptuous undertaking 
on the part of the writer. To the end that 
conjecture may be minimized, therefore, 
resort is first made to the Treasury’s pres- 
ent position. 


‘as amended 
contains the 


Estate Tax Regulations 105, 
by Treasury 5239 * 
following :™ 


Decision 


“The purchase of insurance upon the life 
of the decedent is attributed to the decedent 
even though the premiums, or other con- 
sideration, are paid only indirectly by the 
decedent. As thus used, the phrase ‘paid 
indirectly by the decedent’ is intended to be 
broad in scope. For example, if the deced- 
ent transfers funds to his wife so that she 


® January 10, 1941, to October 22, 1942. 

1 Section 404 of the Revenue Act of 1942. 

1 Promulgated by the Treasury Department. 

12 Filed with the Division of the Federal Reg- 
ister, March 11, 1943. 

13 Paragraph 19, Section 81.27, captioned, 
surance Receivable by Other Beneficiaries.”’ 


“TIn- 
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may purchase insurance on his life, and she 
purchases such insurance, the payments are 
considered to have been made by tthe de- 
cedent even though they are not directly 
traceable to the precise funds transferred 
by the decedent, A decedent similarly pays 
the premiums or other consideration if pay- 
ment is made by a corporation which is his 
alter ego or by a trust whose income is tax- 
able to him, as, for example, a funded insur- 
ance trust. A payment is also made by the 
decedent if the decedent’s employer makes 
the payment as compensation for services.” 


The foregoing language requires careful 
examination. It is stated that “the phrase ‘paid 
indirectly by the decedent’ is intended to be 
broad in scope.” The purport of such 
phraseology is unmistakable. The Treas- 
ury, in effect, indicates that it is desirous 
of having a wide latitude in determining 
when premiums are to be construed as hav- 
ing been paid indirectly. The wording of 
T. D. 5239 implies a payment of the pre- 
miums by a decedent where they are ac- 
tually expended by his wife, “even though 
they are not directly traceable to the precise 
funds transferred by the decedent.” 


The decedent’s wife was singled out above 
merely for illustrative purposes. Certainly 
the Commissioner did not intend to limit 
the situation to one in which only a spouse 
was concerned. The Treasury would not be 
precluded from asserting, and successfully 
establishing, that premium payments were 
attributable to a deceased insured where he 
conveniently resorted to an intermediate 
transfer of funds, merely because someone 
other than his wife happened to be the most 
feasible transferee for his purposes. The 
conclusion that he paid the premiums indi- 
rectly might be reached just as readily 
where, for example, the requisite outlays 
were given to a son or other relative, or close 
business associate, who then in turn made 
the actual payments. The Treasury’s con- 
cern is not with the question of who was the 
intermediate transferee, except insofar as 
the closeness of relationship of insured and 
transferee are evidential of indirect premium 
payment. The Commissioner, in the final 
analysis, seeks to determine just whose 
money was used to pay the premiums, The 
ultimate determining factor involves the 
traceability of the precise funds. 


The problems posed do not present a very 
encouraging outlook. When we consider 
first that the words “paid indirectly by the 
decedent” are meant to be broad in scope, 
and then. observe that the Treasury will 
seek to trace the original source of the 
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premium payments, we quickl 
taxpayer-insureds are faced 
problem indeed. 


Y realize tha 
with a serioys 


Applying T. D. 5239 


Treasury Decision 5239 ™ sets fort} 
ber of specific examples. It suggests that 
where funds are transferred by the insured 
to his wile for premium payment purposes, 
this will constitute an indirect payment of 
premiums by him. Within the purview of 
this construction it can be concluded that if 
an insured, in an endeavor to outwit the 
Commissioner, makes his wife’s birthday 
their wedding anniversary, or Christmas, the 
excuse for making a cash gift to her with 
the understanding that all, or a substantial 
portion of these funds will be used to defray 
requisite insurance premiums, this pretext 
will be of no avail.” Notwithstanding the 
fact that upon first observation there exists 
no relationship between the two occasions— 
one, the cause for conferring a benevolence. 
and the other, the obligation to pay a pre- 
mium—the outlay will unquestionably be 
held to have been made indirectly by the in- 
sured. Under such circumstances, the 
Treasury will seek to trace the expenditure 
to the insured. It will not be difficult for it, 
upon establishing that the insured’s spouse 
is without funds or an independent income 
of her own, to show that the sums used for 
premium payment purposes by her were in 
fact those of the insured, in spite of the cir- 
cumventive or circuitous method employed, 


1a num- 


Certainly, what is true when the wife isa 
transferee would have equal application 
where someone closely related through blood 
or business relationship to the transferor 
receives the funds as a matter of conveni- 
ence and makes the necessary premium pay- 
ments. Wherever it is possible to relate the 
passing of the funds to the transferee to the 
premium requirement, an indirect payment 
can be spelled out. 


Alter Ego Situations 


It is provided under T. D. 5239 that “a 
decedent similarly pays the premiums or 
other consideration if payment is made by 
a corporation which is his alter ego.” The 
Treasury reasons that if, as a matter 0 
convenience, the principal stockholder has 
an alter ego corporation pay the premuumis 
on insurance carried on his life, the proceets 

14 See language as hereinabove quoted. 

% This device has been advocated by some 
life underwriters. 
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falling due at his death will be includible in 
bi gross taxable estate. This will be true 
ieespective of the purpose of the insurance, 
Thus, while it might be argued that the in- 
«red is the backbone of the entire enter- 
ait and that a successful perpetuation of 
he pysiness can be assured only by having 
equate insurance coverage on his life with 
ie corporation designated as beneficiary, 
ic will not preclude the inclusion of the 


ye urged that the proceeds were meant to 
indemnify the corporation for the loss of its 
nost important capital asset,” i. e., the in- 
wred; or that these sums were to serve for 
~edit indemnification purposes.“ Yet such 
slegations will not help. The alter ego 
siyation existing, and the corporation hav- 
ing paid the requisite premiums on the life 
{the insured-decedent, the proceeds will 
teincludible in his gross taxable estate. 


Inview of the Treasury’s interpretation of 
thelaw, the taxpayer is poignantly confront- 
ed with the question: When is a corporation 
an insured’s alter ego? Where one hundred 
ner cent of the stock of a close corporation 
sowned by an insured, such corporation, 
3samatter of law, is considered to be the 
insured’s alter ego. If this could also be 
found to be true where the insured owns 
inety-nine per cent, ninety-five per cent or 
ninety per cent of the corporation’s out- 
standing stock, then how far are we to go 
nour alter ego construction? If the insured 
wns only eighty per cent of the stock, and 
he remaining twenty per cent of these cor- 
porate holdings are owned by his spouse 
aid son, over whom he possesses full con- 
trol, does this, or does this not present an 
iter ego situation 28 
Mr. A, B. owns seventy per cent of all the 

uutstanding stock of the AB Corporation. 
Of the remaining portion, twenty per cent 
sowned by his wife, an inactive member of 
the company, and ten per cent by a brother. 
The insured’s wife knows little concerning 
the corporate activities except what she 
earns from time to time from her hus- 
and when she inquires about prospective 
ividend payments. The insured’s brother 
wes his position in the company to the in- 
‘ured, and is agreeable, therefore, to pursu- 
ing any corporate policy that the insured, as 
principal stockholder, might request.” 


Knowing that the successful operation of 
‘he corporation is largely dependent upon 


—_— 


16 » @ 
— corporations carry this kind of cov- 
rage. 


"This coverage is to be distinguished from 
Key-Man insurance. 


“There is no hard-and-fast rule. 
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him, in a desire to provide a counteractive 
to the financial shock which will be sus- 
tained at his death, and thus to insure the 
continuity of the enterprise for his family, 
the insured decides upon a cash offset. At 
his instance, the corporation adopts a reso- 
lution to procure a $100,000 insurance policy 
on his life. It is further resolved that the 
corporation shall pay all premiums on this 
policy from corporate surplus, without 
seeking a deduction for corporate income tax 
and surtax purposes. If the insured should 
die while the policy is in this posture, will 
the full proceeds be includible in his gross 
taxable estate? It is reasonable to assume 
that they will. 


In endeavoring to tax the proceeds, there 
is little doubt but what the Commissioner’s 
first step would be to argue that here was an 
alter ego corporation. Government counsel 
would emphasize the closeness of relation- 
ship between the insured and the other 
stockholders. He would point to the influ- 
ence which the deceased-insured exercised 
over his wife and brother, arguing that in 
effect the insured was the corporation. He 
would brush aside the fact that the premium 
payments came from surplus, urging that if 
the surplus had not been used for this pur- 
pose, it would have been available for divi- 
dends.” Of these dividends, seventy per 
cent would have found their way directly to 
the pockets of the insured, and the remain- 
ing thirty per cent would have been distrib- 
uted to his wife and brother. Under such 
circumstances, the corporate veil would be 
pierced, and in spite of the unselfishness of 
the purpose motivating the obtaining of the 
insurance, the premiums will be considered 
to have been indirectly paid by the insured.” 


How far then can we go in this direction? 
What about a situation where there are two 


19 Family relationships have been closely scru- 
tinized to check tax avoidance methods. Out- 
standing cases dealing with such relationships 
are Helvering v. Clifford, 309 U. S. 331; Tower 
v. Commissioner (1946), 65 Sup. Ct. 532; Lust- 
haus v. Commissioner (1946), 66 Sup. Ct. 539. 

2 Alternatively, the corporation could have 
voted additional compensation to the insured. 
In such event, he would have paid the pre- 
miums directly, making the proceeds includible. 
This would be true even though the corporation 
was denied a deduction for the additional com- 
pensation on the ground that it was not an 
ordinary and necessary outlay under Section 
23 (a) of the Internal Revenue Code. 

21Tf the proceeds were not held to be includi- 
ble in the decedent’s gross estate by virtue of 
his indirect premium payment through an alter 
ego corporation, upon his death the Commis- 
sioner would unquestionably urge an enhance- 
ment in the fair market value of his corporate 
stock and endeavor to increase the federal 
estate taxes in this manner. 
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classes of outstanding stock—1,000 shares 
of common, and 100,000 shares of preferred, 


with the common being the sole voting 
stock ? 


Suppose the insured owns or controls all 
of the voting stock, but none of the preferred 
stock? If the corporation pays premiums 
on insurance carried on his life, will the pro- 
ceeds be held to be includible in his taxable 
estate? 


Recognizing Alter Ego Situations 


How do we interpret the premium pay- 
ment rule where corporate outlays are in- 
volved? Where an insured owns only 1,000 
shares out of a total of 101,000 shares of 
stock, will the fact that he owns or controls 
all of the voting stock present an alter ego 
picture? What are to be the measuring 
rods? Amount of stock owned? Or degree 
of control exercisable by the insured? Of 
what significance will the question of the 
size of the corporation be in our ultimate 
determinations, as to whether or not an alter 
ego arrangement prevails? 


Observing the progressively increasing 
number of instances * in which corporations 
are paying premiums on the lives of princi- 
pay stockholders, it becomes essential to 
make some attempt to formulate a few 
rules respecting what may or may not be 
construed to constitute an alter ego premium 
payment. Some conjecture, of necessity, 
must be in order, if it serves no other pur- 
pose than to stimulate further thinking on 
the subject. 


In its endeavor to establish premium pay- 
ments of corporations as having been made 
indirectly by insureds, the Treasury will first 
look to stock ownership. In this regard, it 
will not abide by any fixed norms, but rather 
will consider such ownership in light of all 
other relevant factors. Thus, while ninety- 
eight per cent stock ownership will be con- 
sidered to comprise an alter ego arrangement 
in one case, much smaller holdings will 
cause the same conclusion in another, Close 
family relationships will unquestionably be 
scrutinized, but such relationships will not, 
of themselves, be construed against the tax- 
payer. The determining issue in each such 
situation will turn upon the degree of con- 
trol the insured exercises over those who 
participate in the stock ownership with him. 





22 With the advent of the 1946 Tax Reduction 
Act, bringing a repeal of the Excess Profits 
Tax, the Declared Value Excess Profits Tax, 
and the Capital Stock Tax, a new stimulus was 
given to the forming of corporations. 
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movable into action like 
the fact that the insured owns the control] 
ing interest in the corporation wil] be m 
significant. 


If, alternatively, 


SO Many puppets 


The element of corporate Policy contro] 
is as important an aspect as exists in deter. 
mining whether or not an alter ego arrange. 
ment is presented. This being so, the Com. 
missioner is not likely to concern himself 
very much with the amount of non-voting 
stock owned by the insured. It is the Voting 
stock which elects the board of directors 
and the board which authorizes corporate 
The size of the corporation will 
taken into consideration. 
those factors which tend to indicate a |e. 
sening hold by the insured upon corporate. 
making policy, are the ones which will hel 
in strengthening the contention that an alter 
ego situation does not prevail. 


But, here again, 


In every case, the Treasury will undoubt- 
edly review the circumstances under which 
the insurance was procured, and the pur- 
poses for which it is being carried. Where 
the principal stockholder causes the corpora- 
tion to resolve to pay premiums on his poli- 
cies merely because this self-concocted cir- 
cumvention suits his personal desires an 
convenience, this will not suffice. The pre- 
miums will be held to have been paid indi- 
Where, on the other hand, 
good corporate business purpose,” entirely 
independent of the insured’s individual ob- 
jectives, and extrinsic of his personal rela- 
tionships, can be established, the insured’s 
position will be much sounder. 
case, it will be arguable, within the contem- 
plation of the phraseology of the statute,“ 
that, notwithstanding the fact he owned the 
greater proportion of the outstanding stock, 
there existed sufficient reason for having the 
corporation pay the premiums, without this 
procedure’s causing the proceeds to be t- 
cluded in his taxable estate. 


rectly by him. 


Funded Trusts 


Sy 5 n- 
Under the law, as amended,> it 1s con 
cluded that where a decedent created 4 
funded trust, the income of which was tax 
able to him, such premiums as were paid by 
23 See Gregory v. Helvering [35-1 vstc 1906), 
55 S. Ct. 266—leading case respecting busines 
or corporate purpose. 


*4 Section 811 (g) of Code, as amended 
*% Section 81.27, Regulations 105, supra. 
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siness 


me of the trust will be attributed to him, 
nom dinary situation in which this hold- 
ar apply, would be one in which the 
-ssured reposes policies on his life with a 
rrystee and simultaneously deposits securi- 
vies capable of producing sufficient income 
» meet the premium payments as they fall 
jue. The fact that the securities placed in 
the trust will provide income in an amount 
oreatly in EXCESS of the premium payment 
requirement, which excess 1S retained intact, 
wil] not affect the conclusion of law. Thus, 
“the total requisite annual premium is 
33.000, and the income earned by the se- 
ities deposited with the trustee aggre- 
sates $8,000, even though no part of the 
3500 may be currently distributable to the 
issured, the proceeds of the insurance will 
be includible in his taxable estate. 


The rationale of the Treasury’s view in de- 
termining that premiums are paid indirectly 
hy an insured where he creates a trust and 
felegates this function to it, is quite under- 
sandable. But not all funded trusts are 
established with the objective of having all 
reven a portion of the income used to pay 
premiums on the policies carried on the life 
{the grantor.“ Suppose a decedent estab- 
ished a trust for his wife, designating his 
mother as trustee. Under the terms of the 
trust indenture, he gave the trustee broad 
powers of investment over both principal 
aid income. Exercising this authority, the 
trustee purchased a $100,000 policy on the 
grantor’s life, with the proceeds payable 
tothe trust.. Will the premium payments be 
held to have been made indirectly by the 
nsured-grantor ? 


The answer to the question above posed 

wil turn on two issues: the language of the 
‘rust, and the finding with respect to the 
iltimate chargeability of the income. If the 
provisions of the indenture pertaining to in- 
vestments can be construed to constitute a 
irection, either expressedly or by implica- 
ion, to purchase the insurance policy, the 
remium payments will be held to have 
en made by the deceased-insured. The 
‘ame will be true if the income earned 
y the trust was held attributable to him,” 
twithstanding the fact that all of the in- 
‘ome of the trust in excess of the premium 
‘quirement may have been distributed to 
‘he insured’s wife, as beneficiary, and she 
aid the income taxes due thereon. 


a 


aunt reasons exist for creating trusts, some 
which are completely disassociated with the 
maintaining of life insurance. 

Clifford Doctrine—first established in Hel- 
«9 U. Clifford, 60 S. Ct. 554. See also T. D. 
488, promulgated December 29, 1945. 


Life Insurance Premiums 


Additional Compensation 


Where an employer makes life insurance 
premium outlays in behalf of an employee, 
in return for personal services rendered by 
such employee, these constitute indirect pay- 
ments for such employee.* It matters not 
whether the employee happens to be a shop 
foreman or the president of the company. 
The premiums expended comprise additional 
compensation to the employee. It is only be- 
cause the parties find the procedure more 
convenient that the employer makes the 
outlay direct to the insurance company. 


Community Property Law 


Paragraph 19 of T. D. 5239” further pro- 
vides: 


“For the purposes of this subsection, pre- 
miums or other consideration paid with 
property held as community property by the 
insured and spouse under the law of any 
State, Territory, or possession of the United 
States, or any foreign country, shall be con- 
sidered to have been paid by the insured, 
except such part thereof as may be shown 
to have been received as compensation for 
personal services actually rendered by the 
decedent’s spouse or derived originally from 
such compensation or from separate property 
of such spouse. With respect to the mean- 
ing of property derived originally from such 
compensation or from separate property of 
the decedent’s spouse, referred to in the 
preceding sentence, and to the identification 
required, see Section 81.23.” *° 


Many citizens must concern themselves 
about the provisions of the statute which 
refer to community property. Thirteen 


28 See last sentence in paragraph hereinbefore 
quoted under Section 81.27, page 728. 


2° Section 81.27. 


3% The pertinent portion of Section 81.23, as 
amended, reads as follows: ‘‘Property derived 
originally from compensation for personal serv- 
ices actually rendered by the spouse or from 
separate property of the spouse, includes prop- 
erty that may be identified as (1) income 
yielded by property received as such compen- 
sation or by such separate property, and (2) 
property clearly traceable (by reason of acquisi- 
tion in exchange, or other derivation) to prop- 
erty received as such compensation, to such 
separate property, or to such income. The rule 
established by this statute for apportioning the 
respective contributions of the spouses is ap- 
plicable regardless of varying local rules of 
apportionment, and State presumptions are not 
operative against the Commissioner. The bur- 
den of identifying the property which may be 
excluded from the community interest rests 
upon the executor.”’ 


731 




















































states now have community property laws.™ 
It is provided that premiums paid with com- 
munity property “shall be considered to 
have been paid by the insured.” An ex- 
clusion is permitted to the extent that it can 
be shown a portion of the premiums paid 
were derived from compensation for per- 
sonal services actually rendered by the de- 
ceased insured’s spouse, or came from the 
separate property of such spouse. 


Community property plays favorite with 
neither husband nor wife. Therefore, the 
rule is not affected irrespective of who dies 
first. If the husband, who is the sole in- 
come earner, happens to survive the wife, 
to prevent such insurance proceeds as may 
be payable on her death from being included 
in her gross taxable estate he must estab- 
lish the fact that while the premiums came 
from community holdings, actually the sums 
so expended were derived from his indi- 
vidual earnings or separate property. The 
onus probandi (burden of proof) here, as 
in all tax questions (subject to certain statu- 
tory exceptions ™), falls upon the taxpayer. 


Recapitulation 


The reader has been burdened with a 
somewhat lengthy disquisition in answer to 
a question which, on its face, might appear 
to be a simple one. Conceivably, the sub- 
ject matter could be treated more succinctly. 
Charged with the responsibility, however, 
of answering a question which entails so 
many intangibles, and which offers no prece- 
dent, the writer favored elaboration to 
laconism. 

Positive statements by way of response 
to the title question have been made through- 
out the article. A terse recapitulation, 
capable of recalling some of the more sig- 
nificant conclusions developed, is therefore 
in order. 


Life insurance premiums may be held to 
have been paid indirectly by the insured 
where: 

1. He transferred funds, by gift or other- 
wise, to his wife or some other transferee, 
who in turn paid the premiums, even though 
such funds are not traceable to precise out- 
lavs by the insured. 


31 Arizona, California, Idaho, Louisiana, Michi- 
gan, Nebraska, Nevada, New Mexico, Oklahoma, 
Oregon, Pennsylvania, Texas and Washington. 

32 T, D. 5239, supra. 

33 Fraud, transferee liability, and matter af- 
firmatively pleaded by the Commissioner. 





2, They were paid by 


, an alter ego oy 
poration. oF & 


3. They were paid by a Corporation no | 
his alter ego, but pursuant to his direction 
4. They were paid by a trust, the lle 
of which is taxable to him. 


5. They were paid by his employer and | 
charged to him as additional compensation, 
6. They were paid or de 


; rived from prop- 
erty owned solely by him, P 


7. In any situation, they were traceable 
to precise funds furnished by him. 

8. They were paid from community prop- 
erty (except to the extent that it ‘can be 
shown they arose from sums earned for per- 
sonal services rendered, or from holdings 
comprising the separate property of the de. 
cedent’s surviving spouse). 


Repetitiously, it is emphasized that the 
Treasury takes the position that the phrase 
“paid indirectly by the decedent” is intended 
to be broad in scope. This being s0, not- 
withstanding the attempt to clarify those 
situations in which premiums may be con- 
sidered to have been paid indirectly by a 
decedent, again it is urged that every case 
presents a situation entitled to individualized 
conclusions. 


The Commissioner cannot be held to be 
bound to any defined set of situations. Ii, 
in a particular case, the premium payment 
procedure pursued falls within the confines 
of the statute, as elaborated upon by T. D. 
5239, he is going to hold that the proceeds 
relating to such premium payments are in- 
cludible in the decedent’s gross taxable 
estate at death. The fact that this may be 
the Treasury’s position, however, does not 
necessarily mean that the Commissioner will 
be sustained. 


There will be cases in which the Commis- 
sioner will invoke T. D. 5239, where facts 
will exist which will make his allegations 
openly disputable. The mere assertion by 
counsel for the government that what oc- 
curred in a given case constituted an it- 
direct premium payment, cannot in any sense 
be construed to deprive taxpayers from fully 
responding to the Commissioner’s challenges 
With thorough planning, clearly evidenced 
independent expenditures, and adequate cor- 
roborative indicia, man) opportunities are 
still afforded the taxpayer to successiully 
counteract the ever-lurking hazard presented 
by the indirect premium payment question 


[The End] 
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Taxes in Japan 


By 


HARRY E. PIERSON 


The author, a civilian employee of the War Department, is presently 
located in Tokyo 


mong the certainties of the postwar 
A orld is that Japan faces a new 
economy. The past is gone. It has been 
incumbent upon the Japanese Government 
to finance itself and to raise taxes in the 


that is eliiGog. 


The financing of government in Japan, 
taxes, budgets and supplemental budgets 
are all live topics of discussion—by the 
presentatives of the people in the Diet, 
the newspapers, by the man in the street 
—for these matters are closely related to 
public financing, to inflation, to prices and 
to the cost of living. 


Constantly there has been a cry to tax the 
“new yen”; to make those who are coining 
the money bear a larger share of the cost 
of government. Early in the Occupation, 
Japanese bank deposits were frozen and 
accounts blocked so that, in accordance with 


‘chedules, only small amounts could be 
withdrawn. In contrast, there are later 
deposits known as “free yen.”* The cir- 


culation of currency is also “free yen,” and 
the vast quantities issued and outstanding 
are an index of the inflation that exists. 


Growth of Budget 


Since the Manchurian Incident (Septem- 
der 18, 1931) and the China Affair (begin- 
ting in 1937), the Japanese Government, 





*All bank accounts and postal savings ac- 
is were ordered blocked on February 8, 
ae ea. change-over to a new currency was 
~ apn and conversion to the new money 
roy wh = February 25. When the currency to 
“aaa dated was turned in, each person re- 
pre 100 in new money, and all above Y 100 
were v A a blocked account. Both currencies 
a ~ up to March 2, and afterwards only 
Bind en’ could be used. Deposits of these 

yen” were set up in separate accounts at 


Taxes in Japan 


year by year, has appropriated large sums 
outside the regular budget. Much of the 
additional money went into the prosecution 
of war and the promotion of vast schemes 
of empire. In budgeting, General Account was 
distinct from Special Accounts. Although 
the dividing line is rather indefinite, the 
General Account finances that part of the 
government which is more or less perma- 
nent; the Special Accounts finance unusual 
expenditures not expected to be a part of 
the regular machinery of government. 


To give an insight into Japanese govern- 
ment financing, the 1932-1933 year has been 
selected as a starting point. Other arbi- 
trarily selected years in later periods serve 
to show major changes in budgeting, finan- 
cing and taxes. The fiscal year of the 
Japanese Government runs from April 1 to 
March 31, and all the data below are on 
such a basis. 


As in the United States and other coun- 
tries, 1932-1933 was a depression year in 
Japan. Also the Manchurian Incident of 
the year before had started the country on 
the road of conquest. However, 1932-1933 
is fairly representative of Japan’s fiscal 
situation before its military ventures really 
began to pile up expense. The expenditures 
against the budget of that year were 1,950 
million yen. Revenues realized to finance 
the budget program amounted to 2,045 
million yen. This represented something of 





the banks and Postal Savings. These were 
called ‘‘free yen’’ deposits as there was no re- 
striction on withdrawal. Blocked accounts 
could be drawn upon for specified purposes. 
The head of a family was permitted to draw 
Y 300 for himself and Y 100 per month for each 
member of his family. Withdrawals also could 
be made for paying wages at the rate of Y 500 
per month for each wage-earner. In January, 
the government, by emergency order, increased 
the wage rate to Y 700 maximum. 
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a balance although 660 million yen came 
from public loans. If we consider only the 
General Account, the situation was not bad. 
The splurge was made in the Special Ac- 
counts; the 3,748 million yen far exceeded 
expenditures for this purpose in previous 
years and began a dizzy dance of billions 
that only defeat and disaster brought to 
an end. 


For comparison with the 1932-1933 year, 
the situation ten years later in 1942-1943 
brings into focus the economy of the early 
war period. The expenditure budget of this 
year was 9,317 million yen as compared with 
1,950 million yen in 1932-1933. Revenues 
totaled 8,985 million yen compared with 
2,045 million ven in 1932-1933. These figures 
are for General Account only. Bonds and 
bank financing against the budget of 1942- 
1943 accounted for 1,680 million yen. No 
figures were given for Special Accounts. 
This huge expense was reported only after 
the Occupation. For an eight-year period, 
1937-1938 through October 31, 1945, 194,796 
million yen had been spent in the War Ac- 
count. At the time of the surrender, the 
1945-1946 budget for the War Account was 
85,000 million yen. 


The 1945-1946 (surrender year) 
for the General Account was 29,000 
yen, but 10,000 million yen was regarde; 
as War Account. Receipts to be realize 
from loans were set up at 11,300 million yey 
This 29,000 million yen budget was regarded 
by the Occupation as the Japanese 
A revision, which reduced the am 
be spent to 25,000 million yen, was ordered 


budge 
million 


budget, 


The budget of the next year became a 


problem as Japan encountered the same | 


troubles that plagued other countries: in- 
creased issue of bank notes, higher Prices, 
an expensive rationing program, unemploy. 
ment, etc. An approved budget of 65813 
million yen started the year. This was sup- 
plemented to reach 83,813 million yen by 
December, 1946, and again supplemented to 
aggregate 93,029 million yen for the fiscal 
year. Continued price increases and eto. 
nomic difficulties forced a higher budget 
for 1947-1948. Many other countries faced 
similar but perhaps not so acute problems, 
The new 1947-1948 budget at 114,503 million 
yen iS an improvement in style, it has 
been announced, as the total covers pur- 


poses formerly financed with supplementary | 


budgets. The revenues that have been set 





Income Tax Bill of 1946-1947 


The purpose of the 1946-1947 income tax bill was to increase revenues by 
methods that would take a more equitable share from the gains of the new yen 


class. 


The yield of the tax was estimated at 4,534 million yen with the great bulk 
coming from first category tax on real estate and enterprises classed as A and B. 
The second category income tax on forests was estimated to yield 55 million yen 
and the third category tax on sales of real estate, ships and mining rights was 


put at 120 million yen. 


Ount to | 





The first category income tax was levied on the amount that 1946 incomes 


exceeded those of 1945, and with a basic exemption of 7,000 yen. 


The third 


category tax was on incomes since March, 1946, with a 10,000 yen exemption. 
The second category tax was on 1946 incomes and also had a 10,000 yen exemp- 


tion. The rates were as follows: 
First category Second category Third category 
income tax income tax income tax 

Income Rate Income Rate Income Rate 
(yen) Q% (yen) % (yen) % 

lessthan 20,000 30 less than 20,000 20 less than 200,000 25 

over 20,000 40 over 20,000 30 over 200,000 45 

over 50,000 50 over 50,000 40 over 500,000 65 

over 100,000 60 over 100,000 50 

over 200,000 70 over 500,000 60 

over 500,000 80 

over 1,000,000 90 
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Financing Annual Budgets 


Since the Manchurian Incident in 1931, 
the Japanese budget has increased—first by 
smaller amounts that reflected expansionist 
ambitions in China, and then by enormous 
sums growing out of desperate warfare with 
oowerful nations. It was necessary to 
edb taxes again and again, and to resort 
to extraordinary means of financing to meet 
the requirements of the annual budgets. 
Figures on the same years, selected arbi- 
trarily as above, will illustrate the methods 
used to raise the funds needed for the 
budget of the General Account. 


1932-1933 Amount 
Source of Revenue (Millions of Yen) 
Taxes and duties 696 
Stamp receipts 67 
State enterprises and properties 467 


Local contributions to expense for 
public works ree 6 





From issue of public loans 660 
From previous year’s account 54 
Miscellaneous 62 
Total . + eee 
This total of 2,012 million yen corresponds 


fairly closely to the 2,045 million yen set 
up against the 1,950 million yen budget for 
1932-1933. Approximately one third (696 
million yen) of the revenue budgeted repre- 
sented taxes and duties. As this year was 
a depression year, taxes were smaller than 
in any of six previous years; bank loans 
were considerably higher and never re- 
turned to the moderate 120 million yen level 

i the previous (1931-1932) year. 

In the year 1942-1943, many expenditures 
running into the General Account were 
extraordinary.” But the 8,985 million yen 
indicated represented the revenue 
side of the budget, not including Special 
Accounts, which presumably were financing 
the war and various schemes of empire. 


above 


1942-1943 Amount 
Source of Revenue (Millions of Yen) 
taxes and duties .............. 5,761 


Stamp receipts 166 
‘tate enterprises and properties.. 829 
Payment of construction expense 

Irom public bodies 
om government bonds........ 1,526 
Payments from Bank of Nippon.. 103 





From Special Accounts......... 264 
Miscellaneous 0.00... 2... oe, 327 
Total -.... 8,985 


Taxes in Japan 


Here it can be seen that taxes and duties 
were running approximately sixty-five per 
cent of the revenue budget for General Ac- 
count purposes. 


For the 1945-1946 (surrender year) budget, 
the Japanese had set up revenues to finance 
the 29,000 million yen of expenditures as 
follows: 





1945-1946 Amount 
Source of Revenue (Millions of Yen) 
gc ee 13,661 
Stamp revenue . 280 
Profits of monopolies 2,118 
Receipts from loans . 11,322 
Miscellaneous 1,570 

Total . 28,951 


It has been planned to finance just under 
half of the budget from taxes. After the 
Occupation, the budget was reduced. The 
war economy came to a halt, and with it 
conditions in which prospects were poor for 
raising heavy taxes. The estimate of prob- 
able receipts from this source, therefore, 
was scaled down to 9,000 million yen. In 
the following year (1946-1947) revenues 
were budgeted with taxes accounting for 
15,772 million yen of the 65,813 million yen 
total. This budget was supplemented to 
reach 83,813 million yen in December, 1946, 
and further supplemented to total 93,029 
yen by the end of the fiscal year. 


Money, Prices and Cost of Living 


As the government budget, finances and 
taxes have reflected a broad section of 
Japan’s economy in the years since 1931, 
it is perhaps necessary to touch on other 
factors which are interrelated. In the period 
under discussion (from 1931), more and 
more money was put into circulation, prices 
went up and the cost of living first climbed 
and then soared to fantastic levels. Ration- 
ing and price control had been a part of 
Japan’s war economy, and was continued 
after the surrender. Before long, “black 
market” prices were published in news- 
papers and financial journals along with 
other established prices of commodities. 


Bank notes circulated around 2,000 mil- 
lion yen in volume just before the China 
Affair (beginning 1937), but passed the 
4,000 million yen mark in 1938, then plunged 
on through the 10,000 million yen and 15,000 
million yen marks in the early war years 
to soar to 58,000 million yen in the throes 
of defeat, late in 1945. The freezing of 
bank deposits and blocking of accounts 
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Income Tax Bill of 1947-1948 | 


| One of the chief provisions of the 1947-1948 tax bill was 
| classified and composite taxes levied on income and set upag 


| combined income. 
The rates were as follows: 


| Income Rate 

| (yen) % 
less than 10,000 20 
over 10,000 25 
over 15,000 30 
over 20,000 35 
over 30,000 40 
over 40,000 45 


to abolish the 
raduated tax on 


Income Rate 
(yen) % 

over 50,000 50 
over 70,000 55 
over 100,000 60 | 
over 200,000 65 
over 500,000 70 
over 1,000,000 75 | 








halted this inflationary condition; but floods 
of new yen soon began to circulate and by 
March 31, 1947, more than 115,000 million 
yen in bank notes were in circulation. 


The taxes that a citizen pays are perhaps 
as closely related to prices as is any other 
economic factor. The Bank of Japan pub- 
lishes a series on Tokyo retail prices with 
1914 equal to 100. In 1933, the monthly 
average of this index was 145.6. In 1943 
it was 287.2, and the heightened activity 
of the late war years took the index up to 
439.7 in November, 1945. From this point 
the increase was so fast that midway in 
1946 the Bank of Japan issued revisions 
back to March. These attempted to give 
a more accurate figure on retail prices, 
which now were in terms of 2,000, 3,000 
and 4,000, with 1914 equal to 100. From 
2,556.4 in May, 1946, the index exceeded 
3,000 by September and went on to 4,013.9 
in February, 1947. 


An index of the cost of living in Tokyo 
compiled by the daily newspaper Asahi 
makes the year 1914 equal to 100. By 1933, 
this index was 168; in 1944, it was 308. The 
Carbinet Bureau of Statistics developed a 
cost-of-living index with July, 1937, equal 
to 100. In 1943, the monthly average of 
this index was 165.1; the next year brought 
the average to 184.3; and by February, 1945, 
it stood at 234.6. The cost of living was 
greatly affected by the soaring prices of late 
1945, and pushed through 500 and 1,000, as 
measured by the index. In January, 1946, 
it was just short of 1,500, and in March 
reached a high of 2,342.9. The average of 
the twelve months of 1946 was 1,943.0, or 
more than ten times the average of 1944. 
By February, 1947, the index was 3,109.4. 


Distribution of Tax Burden 


In the years since 1932-1933, the tax 
structure of Japan has undergone many re- 
visions. When the budget was set up for 
1932-1933, the tax on incomes accounted for 
less than twenty per cent of all taxes, ex- 
cises and duties. By 1942-1943, income taxes 
had increased to more than thirty per cent 
of the total. Chief items of tax for the 
two years selected for comparison were as 
follows: 


Millions of Yen 
Kind of Tax 1932-1933 1942-1943 

es ee | 1,910 
Customs tariff ........... 129 4] 
Corporation tax ..... 32 807 
Sake (Japanese liquor).... 176 9 
Sugar consumption .. 72 184 
Textile consumption . 30 182 
Entertainment tax .......none 362 
Piscise tae... 56s. none 260 
a .. 38 none 


All taxes totalled 708 million yen in 1932- 
1933; this compares closely to the 696 mil- 
lion yen shown in the table “Source of 
Revenue, 1932-1933 (page 735). The total 
of taxes in 1942-1943 was 5,757 million yen, 
a figure that compares well with 5,761 mil- 
lion yen shown in the table “Source ol 
Revenue, 1942-1943” (page 735). Some ot 
the taxes of this latter year were set up to 
finance “extraordinary” items, which were 
beginning to loom large in the General Ac- 
count. Specifically, the tax collected for 
this purpose was called “emergency profit 
tax” and accounted for 1,206 million yen of 
3,103 million yen budgeted for “extraordi- 
nary” items. 


In addition to these taxes assessed to wad 
port the budget, other taxes are levied an 
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Taxes in Japan 


-ollected by the national government but 
iransferred 10 local government. This tax 
levy 1946-1947 was 232 million yen. 


local Government Finance 


One of the major changes taking place in 
Japan is the strengthening of local govern- 
ment as opposed to the dominant central 
covernment so characteristic of the former 
Japanese system. Real power has come to 
the elected officials; the appointed bureau- 
erat from Tokyo is no longer the master of 
local government. The units of local gov- 
ernment include (1) prefectures, (2) cities 
and (3) towns and villages. 


Before the Occupation, the various min- 
istries in Tokyo exercised controls over 
local government expenditure programs, 
fnancing and tax systems. Complete re- 
ports were required, and figures drawn from 
these reflect budgeting and financing since 
1931, Revenues to support local govern- 
ment were budgeted at 2,098 million yen in 
932-1933, went up to 3,087 million yen in 
936-1937, and then dipped slightly under 
the 1932-1933 level in 1939-1940. This is an 
indication of how the war economy on a 
national scale absorbed much that had been 
local government in character. 





But the trend in prices and other factors 
pushed up the local government budgets 
after 1939-1940 until in 1945-1946 (surren- 
der year) revenues were budgeted at 10,224 


million yen. This program was _ scaled 
down to 7,225 million yen by the Occupa- 


tion. The tax burden under the budgets 
since 1931 is shown in the table: 
Budgeted Tax 
Revenue Portion 


1932-1933 2,098 million yen 524 million yen 
1936-1937 3,087 ” " ee “a 
1945-1946 10,224 ” “eane =O - 


The financing and tax system of local 
government was considerably changed in a 
sweeping reform in 1940. Prior to 1940, 
local government was financed by a hodge- 
podge of independent taxes and fees and by 
a surtax on that part of the national tax 
levied on income, land, business profits and 
mining. Before the reform, the surtax rate 
was fifteen per cent on national income and 
business profits tax, and nine per cent of 
the national land tax. An additional sur- 
tax on a lower governmental unit level ap- 
plied to prefectural taxes derived from special 
land tax, household tax and business tax. 
Independent taxes collected on the local 
level included a house tax, an area tax, a 
tax on land transfers other than by in- 
heritance; and a tax on certain income not 
subject to national taxation. 

With the tax reform of 1940, changes in 
local financing tended to simplify the tax 
system. The surtax and certain miscel- 
laneous taxes were abolished. The local 
independent taxes were put on a uniform 
basis for all localities. Taxes from three 








Japanese Government Revenues and Expenditures 
(Millions of Yen) 


Revenues 
1932-33 2,045 
1933-34 Z,aae 
1934-35 2,247 
1935-36 2,259 
1936-37 2.372 
1937-38 2,914 
1938-39 3,595 
1939-40 4,970 
1940-41 6,117 
1941-42 B 7,995 
1942-43 B 8,985 
1943-44 B 10,474 
1944-45 B 20,559 
1945-46 B 23,330 
1946-47 B 83,029 
1947-48 B 114,503 


B—Budget 



























































Expenditures Special Accounts 
1,950 3,748 
2,255 5,118 
2,163 6,981 
2,206 8,163 
2,282 6,380 
2,709 13,269 
3,288 14,267 | 
4,494 16,616 | 
6,174 14,960 | 
7,995 | 
9,317 not | 
10,431 available 
20,173 | 
24,975 75,500 | 
83,813 213,500 | 
114,503 126,907 


Note: Overlapping items in the Special Accounts amount to large sums in 1946-1947 


in particular, 


The net expenditure budget of this year was 145,839 million yen. 











important sources—(1) land, (2) the build- 
ing of houses and (3) businesses—were al- 
located to the cost of local government. 
The national government has collected these 
taxes just enumerated, and turns the pro- 
ceeds over to local government. In the 
budget for 1946-1947, before supplemented, 
this type of revenue to be collected for local 
government amounted to 232 million yen. 





Taxes on Individuals and Business 


Since before 1931, the income tax has 
been an important part of the Japanese tax 
system. Many changes have been made in 
the rates and in the exemptions from in- 
come tax. In general, the levy is against 
(1) corporations (and includes a levy of 
liquidation or amalgamation); (2) dividends 
and interest received by corporations and 
by individuals; (3) individual wages and 
salaries. 


After the Occupation, major efforts were 
directed to the problem of continuing the 
flow of tax money and at the same time 
placing the burden where it should be paid. 
In the middle of 1946, the Japanese in- 
creased the rates on many of the important 
taxes and changed the method of taxation 
on commodities and on textiles. At the 
same time a number of special taxes were 
abolished, including those on dividends and 
interest, on foreign currency securities and 
on services. Also abolished were the build- 
ing tax, the gas and electricity tax, the ad- 
vertising tax and the extraordinary excess 
profits tax. 


National income 

State requirements: 14,000 million 
28,000 million 
6,000 million 


Amount remaining 


The balance was labeled as funds to pay tor 
consumption by the people. 

An important recent development in Jap- 
anese finance is the capital levy tax, coupled 
with a program to levy a 100 per cent tax 
on the claims arising from war indemnities. 
Approximately 66,000 million yen in out- 
standing claims are involved in this sweep- 
ing action on war indemnities. Small claims 
in this category are to be considered in the 


As an example of the changes that tool 
place in taxes, the income tax on an ‘ 
ual in 1932-1933 began with 1,200 yen, by, | 
for the purposes of comparison, assume thai | 
the income was 5,000 yen for the year, The 
basic rate of taxation against this Sore 
was 6% per cent. Local government Surtaxes 
which were inconsistent and complicated 
in general might be set down as fifteen per 
cent. After the reform of 1940, income 
taxes were divided into six categories based 
on the source of the income: 


individ. } 


| 


Income from real estate 

Income from dividends and interes, 
Income from business enterprises 
Income from services 

Income from forests 

Income from retirement 


Again to assume the 5,000 yen income 
that part derived from services was in ac. 
cordance with the 1940 reforms and was 
taxed basically at six per cent and that part 
derived from real estate was taxed at ten 
per cent, and so on, with variations both in 
rates and exemptions. In addition to this 
normal tax, was the surtax, which amounted 
to ten per cent for incomes in the 5,000 t 


8,000 yen bracket. 

By 1943, the basic rate on services had 
been increased from six to ten per cent 
Changes were made also in surtax rates 
during 1943 and more increases were added 
in 1944. Then the battle against inflatio 
began. Forced savings or thrift programs 
were part of the Japanese war econom) 
Tables were published which showed (1) 
the national income, (2) the amount ab- 
sorbed by taxes and (3) the amount absorbed 
by loans. This was a representation of the 
1944-1945 situation: 


Done oN 


60,000 million yer 


yen for taxes, etc. 
yen for bonds 
yen for productivity expansion 


11,500 million yer 


light of insurance and other factors. 


The capital levy tax on all private wealt! 
owned by individuals starts with twenly: 
five per cent of the first 10,000 yen in excess 
of 100,000 yen. The rate increases prog: 
ressively, and reaches ninety per cent 0! all 
capital above 15,000,000 yen. The En 
peror’s properties are not exempted trom 


this tax, but the properties of Allied na- 


[The End] 


tionals are exempt. 
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Inheritance ‘Taxation 
in the United States and Netherlands 


By 


A. VAN KEULEN 


The author is assistant in the International Bureau of Fiscal Documentation, 
at Amsterdam, the Netherlands 


MHIS ARTICLE does not pretend to 
| contribute to the solution of interna- 
tional double taxation problems, but only to 
give an idea of some of the difficulties which 


to which a solution is badly needed. After 
the war it became evident that many owners 
f valuable property which had been in- 
in the United States in order to 
Ye confiscation by the Germans had died 
ewhere in Europe. The transfer of this 
perty to the rightful heirs brings into 
inheritance and estate tax 
Netherlands and the United 


states, respectively. 





arp focus the 


wws of the 


Generally, it may be said as a premise that 
nheritance taxes—to use the term loosely— 
can he based on one or more of the follow- 
ng principles: ’ 

1, Nationality o1 
cedent. 


2. Domicile of the decedent. 


citizenship of the de- 


3. Nationality or domicile of the heirs. 

4. Territoriality (where the property to 
e taxed is located or deemed to be located). 
Section 810 of the United States Internal 
Revenue Code reads as follows: 

A AAS shall be imposed upon the 
transter of the net estate of every decedent, 
‘itizen or resident of the United States.” 


Section 811 provides for the determination 
t the value of the decedent’s gross estate 
by including the value at the time of his 
leath of all property, real or personal, tan- 
sible or intangible, wherever situated, ex- 
cept real property situated outside of the 
United States.” 

‘As to the correctness of these principles as 
a base for inheritance or estate tax, see Wil- 


liam J. Schultz, The Taxation of Inheritance, 
D. 235 et seq, 


Inheritance Taxation 


If the decedent is neither an American 
citizen nor a resident of the United States, 
taxes are imposed upon the transfer of that 
part of his net estate which at the time of 
his death is situated in the United States. 


The United 


States federal estate tax, 
therefore, is 


based upon the decedent’s 
citizenship and domicile, and takes into ac- 
count the situs of the property. 


In contrast, the Dutch inheritance tax is 
based on the principle of the decedent’s 
domicile. Articles 1 and 2 state: 


“Tnheritance tax shall be charged on the 
value of all that is received out of the estate 
of every decedent who at the time of his 
death is domiciled within the Netherlands.” 


The whole net estate (real or personal 
property, tangible or intangible, wherever 
situated) is taxed. In addition to this gen- 
eral tax, a special tax (transfer tax or muta- 
tion duty) is imposed on real property situated 
in the Netherlands and passing by reason of 
the death of nonresidents. 


In addition to some reliance upon the 
principle of domicile, the Dutch inheritance 
tax applies the principle of territoriality, but 
only to real property of the decedent. Article 
3 of the Dutch inheritance tax law deals 
with the decedent’s nationality. Dutch na- 
tionals dying within ten years after their 
departure from Holland are deemed to be 
domiciled within the Netherlands. (In 1936, 
the original act was so amended in order to 
prevent tax avoidance. ) 


Fundamental Difference 


A fundamental difference in the laws of 
these two nations is immediately apparent; 


that difference is one of character. The 
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United States tax is an estate tax, whereas 
the Dutch tax is a tax on the right to receive 
property. Some problems of double taxa- 
tion stem from this fundamental difference, 
for double taxation will occur when nations 
use conflicting bases for the imposition of 
their levies.’ 


Let us consider, for example, the follow- 
ing cases: 

I. An American citizen owns (a) per- 
sonal property in the United States, (b) per- 
sonal property in the Netherlands, (c) real 
property in the United States and (d) real 
property in the Netherlands. 


A. If he dies domiciled in the United 
States—federal estate tax is imposed on (a), 
(b) and (c); and a Dutch transfer tax is 
imposed on (d). 


B. If he dies domiciled in the Nether- 
lands—federal estate tax is imposed on (a), 
(b) and (c); and Dutch inheritance tax is 
imposed on (a), (b), (c) and (d). 


II. A Dutch citizen owns (a) personal 
property in the United States, (b) personal 
property in the Netherlands, (c) real prop- 
erty in the United States and (d) real prop- 
erty in the Netherlands. 


A. If he dies domiciled in the Nether- 
lands—Dutch inheritance tax is imposed on 
(a), (b), (c) and (d); and federal estate tax 
is imposed on (a) and (c). 


B. If he dies domiciled in the United 
States—a Dutch transfer tax is imposed on 
(d); and federal estate tax is imposed on 
(a), (b) and (c). 





Double taxation, it is apparent, results 
from IB and JIA because of the application 
of the principle of citizenship (IB) and the 
conflict of the principles of domicile and 
situs (IB and IIA). 


A double tax will result also from the ap- 
plication of Article 3 of the Dutch inheritance 
tax, namely, when a Dutch national who has 
left his native country for the United States 
dies within ten years after his departure. 
Although the Dutch law will recognize that 
he is a nonresident, and his real property in 
the Netherlands should be taxed, in reality 
his whole net estate is taxed, in accordance 
with the fiction of Article 3. The United 
States tax is imposed on his whole estate 
except the real property in the Netherlands. 
This fits the facts of IB. 


To some extent, the Dutch inheritance tax 
discusses and attempts to solve the double 
taxation problem which results from the ap- 





2 Tbid., pp. 234, 235. 
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plication of Article 3. This is not true ; 
the United States, where the federal pest 
tax law itself provides only for those double 
taxation problems which arise from the a 
plication of state inheritance taxes, ” 


Credit for Foreign Inheritance Taxes 


Holland, however, makes Provisions which 
allow the heirs to credit the foreign ie 
heritance taxes against the amount to be 
paid in Holland. The heirs are entitled to 
this credit against tax when it is shown that 
the foreign tax has been duly paid and 
should not have been paid because the de- 
cedent was domiciled in the Netherlands at 
the time of his death. (Double taxation also 
occurs when the Dutch inheritance tax coin- 
cides with the tax law of the Netherlands 
East Indies. Real property, which should be 
taxed in Holland, is partially tax free. This 
exemption amounts to part of the value of 
the real property [taxed in the East Indies] 
which the amount of the net estate bears to 
the value of all assets.) 


‘“‘Domicile’’ and ‘‘Resident’’ Defined 


The interpretation of the words “domi- 
cile” and “resident” in itself is conducive of 
double taxation. For instance, the regula- 
tions applicable to the United States estate 
tax are as follows: 


“A resident is one who, at the time of his 
death, had his domicile in the United States. 
A person acquires a domicile in a place by 
living there, for even a brief period of time, 
with no definite present intention of later 
removing therefrom. Residence without the 
requisite intention to remain indefinitely will 
not suffice to constitute domicile, nor will 
intention to change domicile effect such a 
change unless accompanied by actual re- 
moval.” 


The Dutch inheritance tax law does not 
attempt to define or explain domicile; how- 
ever, the administration of the law on this 
particular point is in accordance with the 
jurisprudential definition of domicile found 
in civil law. Difficulties arise when a person 
has no main residence; his domicile, ther, 
is to be the place of his actual residence. 
This provision has led to the following jud- 
cial decision: 


“Deemed to be domiciled in the Nether- 
lands are those persons who neither in Hol- 
land nor abroad have a main residence, bt! 
are deceased during their sojourn within the 
Netherlands.” 
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Nationality of the decedent does not influ- 
enct the interpretation of domicile. Minors 
and those under guardianship do not possess 
their own domiciles, but take the domiciles 
oftheir parents or guardians. 


Sys of Personal Property 


An attempt to determine the situs of tan- 
gible and intangible personal property pre- 
cents anumber of difficulties. (Taxation of 
real property by the country of its location 
has never been questioned, although the 
Dutch inheritance tax imposed on residents 
is taxing real property outside the country.) 

Unlike the federal estate tax law, the 
Dutch inheritance tax law does not discuss 
the situs of personal property because the 
taxis based rather on the principle of domi- 
cil. The principle of territoriality involves 
only real property; and when the property is 
situated within the taxing county, the ap- 
plication of this principle has never been 
opposed. 

The federal estate tax law and its regula- 
tions contain many provisions which deal 


with the question, “Which part of the gross 
estate is situated in the United States?” 
According to Section 862, “stock in a do- 
mestic corporation owned and held by a 
nonresident not a citizen of the United 
States shall be deemed property within the 
United States.” On the other hand, the 
following items are not deemed to be prop- 
erty within the United States: “the amount 
receivable as insurance from the life of a 
nonresident not a citizen of the United 
States,” and “any moneys deposited with any 
person carrying on the banking business, by 
or for a nonresident not a citizen of the 
United States who was not engaged in 
business in the United States at the time of 
his death.” 


It is to be hoped that the present trend 
of international treaties for the elimination 
or, at least, the minimization of double taxa- 
tion, will continue, and that many of the 
numerous difficulties arising from the de- 
termination of—or rather the attempt to de- 
termine—the situs of tangible personal 
property in relation to the national involved, 
will be dispelled. [The End] 


———$ eg ———___— 


National Taxpayers Week 


Andy Anderson, private citizen, cast an eye over the many special weeks 


observed each year and got an idea. Why not a week for that least glamorized 
but most deserving of individuals, the American taxpayer? In May, before a 
group of fellow citizens in Ada, Oklahoma, he proclaimed a national “Be Kind to 
Taxpayers Week” for June 8-14, and asked that taxpayers observe the week by 
writing their Senators and Representatives about the high cost of government. 
The idea spread rapidly across the country. Civic groups of all sorts wired 
Anderson their hearty support. The notion came to the attention of Speaker 
Martin of the House of Representatives, who wired Anderson: “The people are 
the government. They have every right to demand a drastic cut in the cost of 
government which makes for high taxes and high food bills.” 


Chairman Bridges of the Senate Appropriations Committee liked the idea, 
too. He wired Anderson: “You are to be commended for your part in bringing 


home to the American people a message which is indeed vital to their national 
interest.” 
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The idea caught on. In Oklahoma City, pretty girls in barrels distributed 
“Be Kind to Taxpayers Week” buttons. The Mayor of Ada, Oklahoma, pro- 
claiming the week for his town, announced free parking on Monday, free mar- 
nage licenses on Tuesday, and free fishing in the town lake on Wednesday. 


All in all, Andy Anderson had a busy and productive week!—Washington 


Nether- Close-up, Citizens National Committee, Inc., May-June, 1947. 
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By 
GABRIEL A. D. PREINREICH 


|UMEROUS conflicting opinions have 
L recently been expressed, at hearings 
and in the press, on the principles which 
should govern a _ reduction of personal 
income taxes. For this reason, it may be 
timely to present a brief review of the eco- 
nomic theory underlying taxation at progres- 
sive rates. 

The present general acceptance of such 
taxes is based upon the observed fact that 
the higher the taxpayer’s income is, the less 
a dollar means to him. He will part with 
a dollar more readily, 1. e., in exchange for 
a lower measure of satisfaction, than will a 
affluent taxpayer. Similarly, to any 
given taxpayer, a dollar still on hand but 
next to be spent, has a slightly higher value 
than the dollar just spent. These proposi- 
tions can be expressed in the form of a 
curve similar to the familiar demand curves 
used to illustrate the relationship between 
the prices and quantities of various com- 


less 
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cessive units Of income. tax on th 
Statistical research facilities have not ye the entire 
been expanded to the extent that the exact J rectangle 
shape of such a curve could be reliably below th 
determined from time to time, but its gen- Its math 
eral appearance must be something like that 5-9), 
of curve D in Fig. 1 (below). The sub- ax rate 
jective value of a dollar is bound to drop leductin 
gradually, from infinity for the only dollar } both of 
left, to zero, when there is an infinite num- pendent 
ber of dollars available. wurve D 
The horizontal scale of Fig. 1 measures otal sat 
dollars of annual income on a logarithmic io take 
scale. It begins with unity, representing 
the minimum standard of existence. Inthe J Tox Is 
opinion of our lawmakers, that is $1,000 a 
year for a married couple without depend- The « 
ents. It is conceded that this minimum position 
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winot be taxed away. Now, if the income 
«given taxpayer be +, then the satisfac- 
‘ions derivable from that income, in excess 
xi bare subsistence, are represented by the 
yea to the right of the vertical scale, below 
‘uve D and to the left of the vertical line 
. Wherever + may be located, the tax 
‘hould be so levied as to take away the 
ame proportion of the areas of satisfaction 
vwilable to the various taxpayers. If, for 
stance, the government’s need for revenue 
on be met by taking away ten per cent of 
hese areas, then the strip of area located 
tetween the vertical lines + and y and below 
ve D, should be taken away from the 
articular taxpayer whose income is x. The 
mount of the tax in money equals the 
entire strip 4 — , up to the top of the scale. 
\.B. It should be borne in mind that the 

ithmic horizontal scale distorts areas. ) 
The average rate of the fair and equitable 
rx on the net income after exemption is 
theentire strip + — y, divided by the large 
rectangle between x and the vertical scale, 
below the top (100 per cent) of that scale. 
ls mathematical formula thus becomes 
r-y)/(x — 1). Similarly, the average 
ax rate on the entire net income, before 
leducting the exemption, is (4 -- y)/x. In 
both of these formulae, of course, y is de 
pendent upon +, the shape of the demand 
curve D and the chosen proportion of the 
ital satisfactions, which the tax is intended 
to take away. 


Tox Isobars 


The computations so made for successive 
positions of x lead to the tax rate curve 10, 
when the cost of government consumes 
‘en per cent of the total satisfactions avail- 
ible to taxpayers, or to one of the other 
inalogous broken curves, which consume as 
lany per cent as their numbering indicates. 
these curves may well be called tax isobars, 
cause they connect points of equal tax 
pressure. To find the tax rates applicable 
'o separate brackets, it is necessary to re- 
‘ompute the corresponding isobar for the 
ncome after exemptions, calculate from it 
the taxes due at both ends of any chosen 
racket and divide the difference between 
8 upper and lower total by the width of 
the bracket in thousands of dollars. 


The barometer readings marked on the 
soars will now be used to measure the 
trea of the New Deal and post-New 
Veal atmosphere upon. taxpayers. The 
eavy solid curves of Fig. 1 present the 
actual average tax rates applicable to the en- 
‘ire net income of a married couple without 
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The author, a certified public accountant, 
is an economist, statistician and tax con- 
sultant of New York City. 


dependents under the laws of 1940 to 1946, 
as marked in the right margin of the chart. 
The additional taxes accruing from the 1943 


“forgiveness” are not included. 


Disregard of Two Principles 


Comparison of the isobars with the actual 
tax curves should not lead to a snap judg- 
ment that one or the other set must be 
entirely right or wrong, because neither the 
Treasury Department’s experts, nor the au- 
thor, nor anyone else knows much about 
the true shape of the demand curve. Nev- 
ertheless, it is apparent that the experts 
have disregarded at least two basic prin- 
ciples. For years subsequent to 1941, the 
hump in the low tax brackets is clearly 
sound. This was realized at the time, 
defended on the ground that there are not 
enough rich people in the country and 
therefore substantial additional revenue can 
be had only from the poor. The theoreti- 
cally correct way to distribute the burden 
would have been to compute the isobar 
vielding the required revenue. The yield 
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of an isobar evidently is found by multi- curves as closely as possible. Thus 










plying each of its brackets by the number _ gain a fair indication of what the Con “4 was about 
of taxpayers in that bracket (with due al- sional and/or Treasury experts thinke Z plotted in. 
lowance for variations in the number of demand curve looks like, at least in i all that the 
dependents) and summing up the products. middle range. The demand curve plotted ‘ 1940 dollat 
If the grand total is inadequate, the compu- Fig. 1 reduces the value of the Marginal The isot 
tations should be repeated for a higher dollar by about seventy per cent every time | 2 without 
isobar until, by interpolation, the right one the income doubles. : 






Sie ; “ete : . That may seem too 
is found. The classic objection to this pro- steepaslope. If the demand curve js Varied 


cedure is that it would put the taxes of the by reducing that slope, the isobars will tend 
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rich so high as to discourage them from to rise less rapidly, thereby reducing tay } trees, 
producing income, and thereby reduce the rates slightly in the low brackets and sub- | bracket. 
employment available to the poor. The _ stantially in the high brackets, 1946 rates 
merits of this argument are beyond the forms clo 
scope of this article. actually S| 
scala a Effect of Inflation nn 

The second error consists of disregarding, This pa 
for the same reason, the theoretical conclu- The fact that inflation increases the tax the o— 
sion that the limit of the tax rate should burden, does not appear to have received ~— Cc 
always be one hundred per cent on an in- adequate recognition in tax literature. This $50 
finitely high income, subject to the proviso fact is demonstrated by Fig. 2 (below) panto 
that no matter how high the income may where income is measured by 1940 dollars 
rise, all of the increase should never be and not just dollars, as in Fig. 1. The cost. 
taken away by the increase in the tax rate. _ of-living index compiled by the Bureau oj 
Whether or not it be deemed politic to cor- Labor Statistics is roughly as follows: 
rect this error, its presence should be real- Year % 
ized. With respect, for example, to the 1945 1940 100 
rates, which were limited to ninety-four 1941 112 The 
per cent, it is certainly implausible that a 1942-43 122 Averaged ducting 
dollar has as much value to a taxpayer with 1944-45 129 Averaged would bi 
a $10,000,000 income as six cents have to 1946 150 
the man in the $1,000 class. 

; ; f ; ' The horizontal scale of Fig. 1 was di- 

A possible error in the opposite direction vided by each of these index numbers in 
is indicated by the demand curve D. Its turn and the result marked on the horizontal 
shape does not represent the author’s idea_ gcale of Fig. 2. Against each such point, 
of the actual appearance of that curve, but was plotted the corresponding tax rate of Fin 
was chosen for present purposes in order Fig. 1. | 
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yas about seventy per cent. This rate was 
slotted in Fig. 2 opposite $100,000, which is 
,l| that that income was worth in terms of 
194 dollars. 

The isobars of Fig. 1 were copied in Fig. 
2without change, to serve as a background 
against which the shift of all tax rate curves 
toward the left can be readily observed. 
Obviously, if inflation should reach ex- 
remes, everybody would be in the top 
bracket. As a step in this direction, the 
104 rates, the middle range of which con- 
jorms closely to isobar 4 in Fig. 1, have 
actually shifted to about isobar 5.5 in Fig, 2. 
This phenomenon seems to have escaped 
the notice of Representative Knutson and 
hiscollaborators. It appears in this instance 
that if Congress would increase exemptions 
from $500 to $750 and each $2,000 bracket 





2 points off 4 on 
8 points off 23 on 
13 points off 67 on 


The foregoing figures are based on the average tax rate 
Corresponding reductions in the rates after exemptions 


ducting the $1,000 exemption. 
would be slightly different, vrz.: 
4 points off 8 on 
9 points off 26 on 
13 points off 68 on 


5 points off 94 on 


$2,000 income = 
$10,000 income 
$100,000 income 
5 points off 94 on $1,000,000 income = 


$1,000 income 
$9,000 income 
$99,000 income 
$999 000 income 


to $3,000, it would do no more than offset 
the diminished purchasing power of the 1946 
dollar; any real tax reduction intended should 
take the form of reducing the rates appli- 
cable to the enlarged brackets. Purely as 
a matter of mathematics, of course, both 
steps can be combined into one by increasing 
only the exemptions and assigning new 
doubly lowered rates to the retained $2,000 
brackets. When both types of revision are 
so combined, however, it is easy to lose 
track of the fact that two separate purposes 
are to be accomplished. 


To reconcile the two schools of thought, 
one of which reckons in terms of points off 
the present tax rates and the other in terms 
of percentages, let us assume that the prob- 
lem consists of passing from isobar 5 to 
isobar 3. The answer would be roughly: 
reduction 
reduction 
reduction 
reduction 


on net income before de- 


50% reduction 
35% 
19% 


5% 


reduction 
reduction 
reduction 


Finally, the changes in a $1,000 bracket table would be: 


4 points off 8 on 


12 points off 38 on 
12 points off 86 on 


It is not claimed here that these figures 
give the correct answer to Mr. Knutson’s 
problem; they merely illustrate how the 
economic principles underlying progressive 
taxation would operate, if heeded. To this 


1st $1,000 = 50% 
9th $1,000 = 32% 
99th $1,000 = 149 
2 points off 98 on 999th $1,000 = 2 


reduction 
reduction 
% reduction 

% reduction 

extent, it is hoped that the foregoing pres- 
entation will be of interest to at least some 
of those who have expressed, or will express, 
opinions as to how taxes should be reduced. 


[The End] 


$$ ————————____ 


Filing Time Extensions 


_ Although the Bureau is trying to hold down extensions of time for filing 
income tax returns, declarations of estimated tax, statements of tax withheld and 
returns of information on Form 990, collectors have been instructed to give 


sympathetic consideration to reasons for requesting an extension of time. 


The 


Bureau has issued a mimeograph (Mim. 6157) on the terms, periods and condi- 
tions of extensions to be granted for various returns. 
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By J. H. LANDMAN 
Peat, Marwick, Mitchell and Company, New York 


Dividends Paid on Short Sales. Dividends 
paid by a taxpayer on short sales in the 
business of trading in securities are deduc- 
tible as ordinary and necessary business 
expenses similar to carrying charges, like 
interest. Norbert H. Wiesler, C. C. A.-6, 
June 3, 1947 [47-1 ustc { 9278]. The 
Sixth Circuit Court is in accord with the 
Fourth Circuit Court on this question in 
Dart v. Com’r, 74 F. (2d) 845. The Com- 
missioner of Internal Revenue, however, 
persists in holding that the dividends paid 
should be considered as part of the cost 
value of the stock acquired later to cover 
the taxpayer’s short position. The Second 
and Third Circuits also hold that they are 
not deductible expenses. 


Corporation Escapes Tax on Sale of 
Liquidated Property. Profits from the sale 
of corporate assets are not taxable to the 
‘corporation when the stockholders frankly 
declare the they as individuals 
will execute the sale and that the property 
possessed by a corporation at the moment 
will be transferred immediately after the 
latter’s liquidation. Howell Turpentine Co., 
C. C. A.-5, June 4, 1947, reversing the Tax 
Court [47-1 ustc § 9281 ]. This case 
is distinguishable from the Court Holding 
Co. case, 324 U. S. 331, because in the latter 
situation negotiations for the sale of the 
property had originally been conducted by 
the corporation and were later discontinued, 
ostensibly so that the individual stockholders 
might pay a tax and hold the corporation 
inimune. 


tacts that 


Employee Retirement Premiums Deduc- 
tible. Premiums paid on an employees’ re- 
tirement annuity policy and a contribution 
to a trust for the benefit of certain em- 
ployees were held to be ordinary and nec- 
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essary business expenses and_therejor: 
deductible for 1940 and 1941. The Tax Court's 
opinion that the payments were no longe: 
necessary was reversed. The Lincoln Ele. 
tric Co., C. C. A.-6, June 5, 1947; South 
Texas Commercial National Bank of Houstoy 
v. Com’r, C. C. A.-5, affirming 7 T. C. No, 91. 

These decisions are in line with those 
that hold that bargain sales of stock t 
employees are not gifts but ordinary and 
necessary business expenses. Anderson, 8 
T. C. No. 78. Under present law, if a plan 
qualifies as an emplovees’ trust under Code 
Section 165, the contribution deduction is 
subject to certain percentage limitations. 1 
the plan does not qualify under Code Sec- 
tion 165, the contribution deduction is not 
subject to percentage limitations if employees 
rights to payments are nonforfeitable, Ii 
they are forfeitable, no deduction is allowed 


Patent Sales by Royalties. The granting 
of an exclusive perpetual sub-license for th 
use of a patent in consideration for royalties 
does not constitute a sale of the patent 
where the owner retains title to it, with the 
result that the royalties are subject to ordi 
nary income instead of capital gains taxes 
Federal Laboratories, Inc., 8 T. C. No. 12 
{CCH Dec. 15,811]. 


Round-Sum Deductions. Round-sum é 
luctions for traveling and_ entertainmet! 
expenses are permissible where such sums 
are paid in accordance with a plan of fixe 
sum allowances, and the actual sums & 
pended approximate them. Jones Com 
HTosiery Mills, Inc., (CCH Dec. 15,808(M) 


Depreciation Rates. ‘The old rate lor é 
building’s depreciation, which was highe' 
than the current rate, must be used tor the 
years when no depreciation was taken t 
determine a building’s remaining value for 
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heequent depreciation i 
— Cleveland Adolph Mayer Realty Corp., 


” C No. 134 [CCH Dec. 15,818]. 


Damages. Amount received as damages 
ya lawsuit is a restitution tor losses sus- 
ned and therefore is not taxable income. 

} tall " ) ~ . 

|p| Durkee v. Com’r, C. C. A.-6, June 4, 
1047 147-1 ustc 9279 |. Judgment 
7th 
id for failure to surrender property un- 
amaged to owner is deductible in year paid. 
LGLLGe 
| T, 3850. 


Regulated Investment Company. A regu- 
ted investment company may Offset against 
the capital gains of one fund the capital 
sses of another. 


\ regulated investment company is en 
tled to. a deduction for dividends actually 
said from long-term capital gains to share- 
holders of the fund which realized the gains, 
hut cannot treat as “capital gain dividends” 
sums which are not capital gains to other 
funds, Union Trusteed Funds, Inc., 8 T. C. 
No, 120 [CCH Dec. 15,809]. 


Nontaxable Trust Income. The creator- 
trustee of trusts for family members with- 
ut rights of revocation, to profits and to 
principal, is not taxable on the trust income, 
but the beneficiaries are. Levys W. Welch 
§T.C. No. 131 [CCH Dec. 15,810]. 


Drilling Expenses. Ordinarily, drilling 
ind developing expenses in a mining or oil 
project are deductible, but they are capital- 
zed when they are consideration for an 
interest in a partnership. Manahan Oil 


Company, 8 T. C. No. 133 [CCH Dec, 15,812]. 


Business Losses. Part of a compromise 
ettlement attributable to a claim against 
i corporate director for helping in th« 
wrongful declaration of a dividend is de- 
luctible as a business loss, but not that 
art for the wrongful conversion of funds 
Donald v, Smith, [CCH Dec. 15,808(M) ]. 


Unreasonable Commissions. In a closel\ 
ield corporation, unreasonable commissions 
paid offcer-stockholder for business done 
with his own corporation are not deductible 
3 business expenses. Zephyr Mills, Inc.. 
CCH Dec. 15,808(M) 1. 


Capital Loss on Residence. Actual rent- 
ng lor profit is necessary to show that resi- 
lential Property is no longer a residence 
delore a loss on a sale thereof is deductible. 


Rea E. Warner, [CCH Dec. 15,822(M) ]. 


en to Allocate Between Taxable and 
Nontaxable Income. In the collection of 
a judgment in settlement of a suit charging 
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a conspiracy in restraint of trade, failure to 
allocate exactly the recovery between loss 
of taxable profits and nontaxable injury to 
goodwill does not result in complete denial 
of relief where the Commissioner’s deter- 
mination is arbitrary or excessive. The mat- 
ter was referred back to the Tax Court for 
proper allocation. R. J. Durkee v. Cowm’r, 
C. C. A.-6 [47-1 ustc J 9279]. 


Tax Benefit Rule. Recovery of invest- 
ment previously deducted as a loss results 
in taxable income to the extent that the 
prior deduction resulted in tax benefit. 
Lloyd H,. Faidley, 8 T. C. No. 136 [CCH 
Dec. 15,826]. 


Taxable Gain Arising from Foreclosure. 
Owner realizes taxable gain upon the sale 
on foreclosure of property in the amount 
of the difference between cost basis, less 
depreciation and the extinguished balance 
of the mortgage debt, on the theory that 
the cancellation of the debt in exchange 
for the transfer of the property is good con- 
sideration in the year when the right to sue 
for a deficiency judgment expires. R. O’Dell 
& Sons Co., Inc., 8 T. C. No. 135, June 9, 


1947 [CCH Dec. 15,819]. 


Section 102. To retire indebtedness, to 
make improvements, to buy out concession- 
aires, and to cushion a depression and war 
and postwar risks are adequate grounds for 
avoiding the penalty tax for unreasonable 
accumulations of corporate profits for tlie 
vears 1940, 1941 and 1942. Taxpayer’s ac- 
cumulations of profits after payments on 
its debts amounted to 40% of its earnings. 
Lion Clothing Company, 8 T. C. No. 139 
[CCH Dec. 15,833]. 


Disallowed Interest Deduction. In a lump 
sum compromise settlement consisting of 
tax deficiencies, penalties and interest, the 
not deduct 


taxpayer may any part as in- 
terest. J. T. 3852. 

Cooperatives. If an alleged cooperative 
markets goods made by its members to 


others at prices in excess of their cost, it 
ceases to be tax exempt. J. T. 3853. 


Consolidated Returns. Affiliated corpo- 
rations which filed consolidated returns for 
fiscal years ending in 1946 may file separate 
federal income tax returns for fiscal years 
ending in 1947. J. T. 3821. 


Subdivided Lots. Profits from the sale 
of subdivided lots are capital gains where 
the seller was not in the real estate busi- 
ness. Guthrie v. Jones, U. S. D. C. W. D. 
of Okla., May 17, 1947 [47-1 uste § 9287]. 
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Mutual Insurance Company. A reason- 
able surplus retained for paying losses or 
expenses, even if invested temporarily, is 
exempt from taxation. The Mutual Fire, 
Marine and Inland Insurance Co., 8 T. C. 
No. 143 [CCH Dec. 15,837]. 


Valuation of Stock for Gift Taxes. The 
price at which blocks of stock could be 
sold over a reasonable period of time, the 
size of the blocks, and the activity of the 
market for this stock must be considered 
in evaluating shares of stock for gift tax 
purposes. Thomas A. Standish, 8 T. C. 
No. 142. 


Dividends on Escrow Stock. Dividends 
on shares held in escrow in accordance with 
an option to buy are taxable income to op- 
tion holder who used the dividends in partial 
payment of the purchase price. DeGuire v. 
Higgins, 159 F. (2d) 921 (C. C. A.-2) cer- 
tiorari denied June 23, 1947 [47-1 ustc 
7 9165]. 


Closing Agreements. Closing agreements 
with the Treasury only conclude those issues 
that are in controversy and stipulated at 
the time. Such an extra issue as profits in- 
herited from a tax-free reorganization which 
might be treated as dividends in a subse- 
quent year is not barred from further con- 
sideration by the Treasury. B. D. Phillips, 
et al., 8 T. C. No. 153 [CCH Dec. 15,855]. 


Gift Tax. Gifts in trust for the benefit of 
adult children are present gifts and are 
therefore subject to exclusions of $3,000 per 
year per child. Since after-born children 
would not qualify under this trust, no part 
of the income could be diverted in the future, 
which fact would deny the donor of the right 
to exclusions. Estate of Edward R. Kregar, 
8 T. C. No. 141. 


Community Property. Where a husband 
acts not in the capacity of an agent of his 
wife’s separate property but has general 
management of it, the income is of a com- 
munity property nature and is divisible for 
income tax purposes. Melanie Dennery 
Marks, 8 T. C. No. 149 [CCH Dec. 15,851]; 
Mary Louise Guste, 8 T. C. No. 150 [CCH 
Dec. 15,852]. 


Changing Domicile to a Community Prop- 
erty State. Husband’s living out of a suit- 
case in a hotel room and his wife’s and 
children’s occasional visits are not enough 
to establish a domicile in a community prop- 
erty state so as to enjoy its tax-splitting 
income tax advantage. George C. Westervelt, 


8 T. C. No. 148 [CCH Dec. 15,850]. 





Legal Expenses. Legal expenses inc 
red by a parent corporation in behalf son 
subsidiaries are not deductible by the for ° 
as its ordinary and necessary business aie 
but are treated as capital contributions to th 
latter. South American Gold & Platinuy 
Company, 8 T. C. No. 154 [CCH Dec. 15,856] 


Exemption from Gain from Discharge of 
Corporate Indebtedness. The time Within 
which gain from the discharge of corporate 
indebtedness may be exempt is extended to 
taxable years which begin before January l 


1950. H. J. R. 210. 
Section 722(b)(4). Though a substantia) 


increase in capacity for production may be 
established in a taxpayer’s base period to 
qualify for a reconstructed earnings credit 
under Code Section 722(b) (4), it is not ex. 
cused from proving that it would have had 
a demand for its merchandise throughout 
the base period equal to the increased many. 
facturing capacity. Since it proved that only 
part of its 1937 year sustained retarded pro- 
fits because of inadequate facilities, it was 
allowed only a $2,000 increase in its earning 
credit. National Grinding Wheel Co.,8T.¢. 
No. 152 [CCH Dec. 15,854]. 


Constructive Average Base Period Ne 
Income (Section 722). Entire amount of 
refund of state excise tax received in 1937 
but applicable to prior years must be elimi- 
nated as a windfall in determining constructive 
average base period net income. E. P. C. 18, 


Loss of Growth Formula. The Commis- 
sioner of Internal Revenue cannot impose 
the restoration of an abnormality during the 
taxpayer’s first half of the base period so 
as to deprive it of the growth formula (Sec- 
tion 713(f)) in computing its excess profits 
earnings credit. Fain Drilling Co., 8 T.¢ 
No. 137 [CCH Dec. 15,829]. 


Several Trusts May Be One. Though: 
state court holds that a trust instrument 
created several rather than one trust, the 
Treasury may construe the trusts to be ont 
in order to reach higher tax brackets. Geri 
Kelly Trust No. 2, 8 T. C. No, 151. 


Extension of Time to Relinquish Powes 
Reserved to Grantors. The time to reir 
quish powers reserved by grantors of certait 
trusts is extended to December 3], 1947, 0" 
even later under certain circumstance 


H. J. R. 210. 


Extension of Time to Release Power"! 
Appointment. The time to release certail 
powers of appointment in estates 1S extended 


until July 1, 1948. H. J. R. 210. 


——— $$ 
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By LEWIS GLUICK, Certified Public Accountant 


N SUNDAY MORNING, June 15, I 

reported aboard the U. S. S. Nereus, tied 
up in San Diego harbor. It was the first time 
since 1939 I had had any trating duty. It 
was interesting and instructive to see how 
the Navy had gone back to peacetime rou- 
tine: at times it was rather confusing. My 
duties were light and the whole business 
was quite a pleasant vacation. But even 
aboard a submarine mother-ship, it was im- 
possible to escape taxes. No sooner was my 
profession known in the wardroom than 
people started asking mie questions about 
this or that, or telling me of bouts they had 
had with tax collectors here, there and 
yonder, The Treasury’s announcement con- 
cerning the possibility of revising the J: 
ternal Revenue Code to remove the advantages 
{community property was most unpopular. 
The Surrey proposal probably would have 
received unanimous approval, had a poll 
been taken. 


But, even officially, I ran into taxation. 
Going ashore to assist in procuring some 
“sea-store” or tax-free cigarettes, I ran 
smack into an Internal Revenue form I had 
never seen before—550B. Its use must have 
been suspended during hostilities, for my 
ship carried tons of such smokes and I never 
encountered the form, although the date on 
it indicates it was used in 1934. 


Entirely aside from cigarettes, it was a 
pleasure to buy things in the ship’s store 
without the nuisance of state and city sales 
taxes, No matter how much revenue they 
raise, | have always considered them bad 
taxes, socially and economically. The small- 
income man has to pay a highly dispropor- 
lionate share. Income taxes, while too high 
and too complicated, nevertheless are gradu- 
ated according to a fair approximation of 


ability to pay. Sales taxes are not so 
graduated. 


The psychic high spot of the cruise was 
the day I spent aboard the U. S. S. Catfish. 


Jaen: ; ; 
Despite long service, I had never been in a 


Talking Shop 


submarine underway. Some of you con- 
stant readers may recall our Shoptalk from 
Manitowoc, where I had a small share in 
building some of the best submarines the 
Navy ever had. During this cruise I re- 
newed acquaintance with several Manitowoc 
veterans. But all the brave Manitowoc sub- 
marines have been retired. The Catfish is a 
newer model. The lowest she went the day 
I was aboard was eighty feet. That’s the 
lowest I’ve ever been. 


Once more looking at the Navy from a 
taxpayer’s angle, I will return to what I 
have been harping on for longer than my 
stuff has been appearing in print. No dollar 

nt gives the taxpayer a bigger value than 

dent for the construction and main- 
iwi. e Of a strong Navy. This is not the 
place, even if I were qualified, to discuss 
the obsoleteness of the battlewagon, the 
dominance of the air arm or the superiority 
of submarines. The best and strongest 
Navy, whatever its form, is necessary for 
our preservation; and that part of the tax- 
payers’ money which is spent on the Navy 
is less an excise than it is an insurance 
premium. 


If any readers are eligible for the Reserve, 
we urge them to join, now. The old files, 
like me, are becoming obsolete, and need 
replacement by younger men. This may 
well be my last cruise. 


Causa Mortis 


We wish we could get more explicit data 
on Frank B. Black [46-2 ustc J 10,507]. We 
are not told the age at death, but merely 
that he was “a man of advanced years.” 
Well, to a college lad, the Shoptalker is a 
man of very “advanced” years, even though 
he confidently expects to be around in 1967 
(and talking shop, too). The thing that 
excites us is that “he died on horseback.” 


Information, please! 


749 











Junior Tax Men 


The accountants professional societies are 
devoting an increasing amount of publica- 
tion space to the training of staff members. 
This is it should be. So far, little, if 
anything, has been said about the tax angle. 


as 


In any but the very largest offices, a junior 
has many duties to perform in connection 
with taxes. The manner in which he per- 
forms them will have much bearing on his 
promotion to senior status. He should learn 
where to get forms, both state and federal. 
Here in Long Beach, for example, all federal 
forms are procurable at one place, but Cali- 
fornia income tax forms are not obtainable 
where unemployment tax forms are issued. 
Furthermore, the junior must learn to recog- 
nize any common form by sight, number or 
name. He must know that 1120, corpora- 
tion and blue are synonymous. Also he must 
know exactly where they are kept in the 
office. The boss dislikes being kept waiting. 

In some offices, girls do all the typing. 
In small firms, the juniors may be anything 
from pinch-hitters to regular typists. Cer- 
tainly, in any office, a typist has a better 
chance of getting a job than a non-typist— 
and of keeping it after March 15. Learning 
to keep alignment both horizontally and 
vertically, and to collate forms for insertion 
of carbons, should be required of all juniors. 
Furthermore, if he types them, he will have 
a much better idea of their content. 


Almost any tax practitioner can tell hair- 
raising tales of the miscarriage of returns in 
the mail or of clients’ misinterpretation of 
instructions, no matter how clearly worded. 
Therefore, unless the client is out of town, 
the cautious taxpert has the returns de- 
livered by hand. A totally illiterate em- 
ployee might make the delivery. But 
experience shows that it is safer to have it 
done by a junior who knows something 
about the return, and who at least can stand 
by to see that the client signs in the right 
place or places. Corporate returns must 
have the corporate seal. 


After one tax season and an elementary 
course at college, the junior should be able 
to prepare simple 1040’s himself, and should 
be given every chance to do so. Even in his 
first season, a junior will be called on to 
verify computations before they are typed, 
and to proofread the return afterwards. On 
returns to which limitations, such as deduc- 
tions for medical expenses, apply, he should 
learn those limitations. Staff turnover 
reduced if juniors are given something to 
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is 


do more interesting than ele 
metic. It is true that there is no longe: 
a great scarcity of juniors—rather the a 
verse; but competent, loyal juniors will 
never be in oversupply. Accordingly, the 
wise chief of staff encourages them ne far 
as possible in the preparation of returns, 


mentary arith. 


; The greatest complaint we have heard 
from staff members, both of senior and 
junior rank, is the manner in which tax 
services are handled in many offices. The 
boss usually acts as head tax man; and for 
all the use of it the staff is allowed, the 
tax service might just as well be at his 
(the boss’s) home. Wiser firms have an FTG 
(CCH Feperat Tax GuIpe) in the Staffroom, 
in addition to a FED (CCH Stanparp Fpp. 
ERAL TAX REPORTER) in the private office 
The ideal way .is to have all volumes not jn 
actual use available to anyone. Thus, study of 
taxation is eneouraged and work is not unduh 
delayed. One special gripe is the penchant of 
some bosses to refuse to let mailings be filed 
until they have had a chance to “look 
them over.” The Shoptalker has seen as 
many as four such mailings piled ona prin- 
cipal’s desk, while the staff tried to keep y 
with the latest rulings. Actually the greatest 
waste to a subscriber is failure to file mail- 
ings the very day they are received. Tax 
reporters create their economic value by giv- 
ing prompt reporting of all decisions and 
rulings. Well-managed offices prefer to pay 
overtime, if need be, to insure prompt filing 


Another excellent way to keep a junior 
profitably busy and to let him learn tax law 
at the same time, is cross-referencing. Sup- 
pose a Circuit Court gives a per curiam 
decision, merely upholding the Tax Court. 
(e. g., Bramer [47-1 ustc § 9250].) The u- 
derlying decision is the vital one. The Cir- 
cuit Court decision should be checked back 
to the Tax Court volume, and an entry 
made: “Affirmed, CCA number, and date.” 
Simultaneously the junior cross-referencer 
will absorb the manner of citation. He wi 
learn to distinguish “8 BTA 2” from 
“8 BTA —, No. 2”; and he will learn that 
“474 CCH” and “47-1 ustc” are, for pra: 
tical purposes, identical. He will learn that 
“2890 U. S. 522” is the same as “57 5S. 0 
321,” because they are two different rt 
porters in different series. 


Another excellent device, not employed 
often enough, is to ask a junior to review 
a completed return. The Shoptalker has 
seen some old-timers throw up their hands 
in holy horror at the idea. What cané 
junior know about a big 1120P? The answe 
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< in the question. His ignorance is his 
strength. He’s bound to ask questions, and 
come of them may be quite pertinent. We've 
seen a feW, and heard of more, cases where 
come overlooked point was turned up, some 


ror discovered, that saved the client. 


It is true that time does not always permit 
sll of these tasks. For decisions rendered 
petween January 1 and April 1, the cross- 
referencing may have to be postponed until 
May, A junior who is too junior may raise 
‘og many irrelevant questions. But, in gen- 
eral, the foregoing suggestions work well 
when given a chance. 


What ought to be the final step in train- 
ing a junior tax man is frequently the only 
ne taken. That is evening, or Saturday 
afternoon, staff meetings where all ques- 
tions are discussed. Such a seminar can 
he most instructive; but it may be quite 
the reverse. If junior staff members have 
to listen to talk far over their heads, they 
become bored, sleepy and, sometimes, dis- 
ousted, Give them a sound foundation of 
tax knowledge, however, and they may sur- 
prise you by the intelligence of their ques- 
tions and the pertinence of their comments. 
Frankly, the writer knows of no part of 
the tax law that is more muddled and less 
explicable than Sections 721 and 722. A\l- 
though the excess profits tax is no longer 
levied, it will take a long time to settle all 
cases arising thereunder. Your junior, who 
was a G. I. during the entire time that 
this tax was in force, is unlikely to be much 
interested in a long discussion of it on a 
Saturday afternoon when the sun is shining, 
ora Tuesday evening when his Legion post 
meets. Yet, if he has been allowed any part 
at all in preparing the case, if he has had a 
chance to read the cases as he filed them, 
ifhe has been encouraged to learn taxes as 
a whole, he will not only keep alert but 
ilmost enjoy the discussion. 


There is no hope of great tax relief in our 
generation. Laws will continue to be com- 
plex, and rates burdensome. There must be 
anew generation of competent tax men. Will 
you help train them? You need not fear 
their competition. There will never be too 
many of that kind. 


Consumers’ Cooperatives 


There is plenty of material on farmers’ 
and iruit growers’ cooperatives, which ar« 
specifically exempted under Code Section 
101(12). (See Taxes—The Tax Magazine, 
March, 1947, page 197.) This producer type 
has been well adjudicated [472 CCH { 666]. 


Talking Shop 


But there is a dearth of literature on con- 
sumers’ cooperatives. This type is differ- 
ent in basic set-up. It operates an essen- 
tially retail store. The goods run mainly 
to those carried in food markets, plus gas 
and oil; but almost anything may be and 
is sold. This type of cooperative is not, 
it seems, exempt; but it is, apparently, per- 
mitted to deduct “patronage dividends” as 
an expense in determining its net taxable 
income. The justification for this appears 
to be that such “dividends” are really ad- 
justments of selling price, akin to trade dis- 
counts. A great deal of confusion would be 
avoided (the Shoptalker believes) if the term 
discount were employed instead of dividend. 


We now quote from 471 CCH f 146.539: 


“Under certain conditions as outlined in 
Code Sec. 101(12) farmers’ and fruit 
growers’ cooperative associations are en- 
tirely exempt from the income tax. Even 
though they should not be exempt because 
they do not come within the strict require- 
ments of the law, they and other cooperative 
business ventures may exclude from their 
gross income patronage dividends due mem- 
bers if the bylaws permit payment of such 
dividends and if the liability has been cre- 
ated by action of the directors. Such divi- 
dends are excludible, when the liability has 
been so created, even on the cash basis, and 
even though the cash was not paid to the 
patrons in the taxable year. 


“In IT. T. 3208, 1938-2 CB 127, the Bureau 
states that under long-established Bureau 
practice, amounts payable to patrons of co- 
operative corporations as so-called patronage 
dividends have been consistently excluded 
from gross income of the corporations on 
the theory that they represent a reduction 
in cost to the patron of goods purchased by 
him through the corporation or an addi- 
tional consideration due the patron for goods 
sold by him through the corporation. When 
so excluded from the gross income of the 
corporation, they of course are not deduc- 
tible by the corporation; but if the amounts 
should be included in gross income errone- 
ously when sales are made by the corpora- 
tion, then they would be deductible by it.” 


We also quote I. T. 1566, II-1 CB 85: 

“A cooperative company which pays re- 
bates to purchasers, whether stockholders 
or not, upon the basis of purchases made 
during the year preceding that in which 
the rebates are paid, should deduct such pay- 
ments for the year in which the purchases 
are made rather than the year in which the 
rebates were paid, upon the accrual basis.” 


751 





Cooperatives are looked at askance by 
ordinary businessmen with whom they com- 
pete. The claim is made that they receive 
unfair tax advantage. The advantage is not 
disputed by the Shoptalker. The unfairness 
is. A lengthy discussion of the tax aspects 
appeared in the New York Times last No- 
vember and December. Godfrey Nelson 
really went to town on the subject, as al- 
ready noted on page 174 of our February, 
1947 issue. But more remains to be said, 
and we hope our readers will supply the 
data. However, we repeat our desire for 
emphasis on the “consumer” type. 


California’s treatment of the matter par- 
allels the federal treatment rather closely. 
Section 8(m) of the California franchise tax 
law and Sections 7(j) and 7(k) of the fed- 
eral corporation income tax law are almost 
identical. Rulings and decisions are few, 
and rather old. We find no court decisions. 
The Board of Equalization issued a leading 
ruling in June, 1938, in the case of the Re- 
tailers Credit Association of Alameda |Catt- 
FORNIA STATE TAX Reports § 5-569.03]. 


Anyone knowing of other cases is in- 
vited to share his knowledge. 


Sinus Trouble 


Matthew J. Ritchie of Phoenix, Arizona, 
enjoyed our May comments about frost and 
ice in both Florida and California, and notes 
that neither occurs in the hot, dry heat of 
his state. He also invites attention to the 
case of Bouldin [CCH Dec. 15,765], 8 TC 
—, No. 100, in which it appears that relief 
from chronic sinus ailment was obtained in 
the dry climate of Edmonton, Canada. He 
fears an exodus from California if that fact 
becomes too widely known. With the hous- 
ing situation as it is in Los Angeles County, 
relief from congestion would not be confined 
to sinuses. 


Interest Paid by Corporate Officer 


The D. F. Howell case [47-1 ustc § 9271] 
and the Cameron case [46-2 ustc { 9392] 
should be read together. They present some 
curious parallels, and also contrasts. Curi- 
ously (the Shoptalker thinks), the earlier 
was not cited in the later. It is not likely 
that the Cameron case will be appealed. We 
do not find it docketed. It is elementary 
that a taxpayer must be on the accrual basis 
or not be on it. But we are genuinely in- 


terested to see what the Tax Court will d 
on the remand of the Howell case Jud 
Hutcheson’s dissent may lead to ecten 
appeal. : 


Laugh of Month 


A glorious gag now going the rounds 
(at least among taxperts) is this: A cor- 
poration president comes into his office and 

a ne sien 
says, “I feel like a million dollars this morn. 
ing.” The comptroller remarks, “Less taxes?” 


Gems from Examinations 


The “Wage” and Means Committee initi- 
ates tax legislation. 


Question: What do the following dates mean 
to the federal tax man: 


December 15 . . .? 


Answer: ‘Ten days to Xmas. 


True Talk 


The following is quoted from a paper 
recently read by Professor H. F. Taggart 
of the University of Michigan before the 
Cedar Rapids, Iowa, chapter of the National 
Association of Cost Accountants. 


“Because of possible income tax complica- 


tions, no management is likely to admit that 
wartime improvements were charged to ex- 
pense. That this was done, however, there 
can be no doubt. Internal revenue auditors 
are by no means finished with examinations 
of wartime tax returns. Tax-inspired sloppi- 
ness in the classification of maintenance and 
improvement costs can hardly be justified as 
a permanent policy. Its morality is ques- 
tionable and it is wholly at variance with 
established accounting principles. Ignoring 
depreciation is just as stupid as disregarding 
other costs. 


“Whether the Republicans or the Demo- 
crats or some new third party elects the next 
President, government interference with, and 
control of, business will not vanish. Busi- 
nessmen themselves will see to that. Every 
time they go to Congress for an amendment, 
they are inviting and assuring more govern: 
ment regulation. The control or abolition 
of one abuse invites attention to the next. 
If one pressure group gets what it wants, 
however praiseworthy that may be, resist- 
ance to the next pressure group 1S corre- 
spondingly reduced.” [The End] 


——_———— ge 
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‘INTERPRETATIONS 


Court. .. Administrative 


APPELLATE AND OTHER COURTS 


Capital gains and losses: Capital assets: 
World’s Fair debentures. — New York 
World’s Fair debentures, bought by tax- 
payer in order to acquire and operate con- 
cessions at the Fair, which were not held 
jor sale in the ordinary course of business, 
are capital assets. The loss on their sale in 
1941 is a capital loss, not an ordinary and 
necessary business expense. CCA-2. Expo- 
sition Souvenir Corporation, Petitioner-A ppel- 
lant v. Commissioner of Internal Revenue, 
Respondent-A ppellee, 47-2 ustc {J 9318. 


Gross income: Definition: Services in 
settlement of will contest.—The amount of 
$36,739.34 received by taxpayer in 1941 as 
the share of his proceeds of the settlement 
of the suit he and certain attorneys brought, 
and as payment for services he performed 
in aid of a will contest, was includible in 
taxpayer’s 1941 gross income. Although tax- 
payer also received $10,000 as his share in 
settlement of the will contest, an amount not 
here in issue, the $36,739.34 was received 
for services and not in satisfaction of tax- 
payer's claim as a legatee in the settlement 
of the will contest, nor as a gift or bequest. 
CCA-2. Charles B. Mertz, Plaintiff-A ppellant, 
’. Harry M. Hickey, Collector of Internal 
Revenue for the 14th District of New York, 
47-2 uste J 9304. 


Gross income: Definition: Whose in- 
tome: Mineral interests—Taxpavers (as- 
signees) were not taxable upon the income 
received by the assignors from their retained 
me-sixteenth working interest in an oil and 
gas lease. The assignors retained a taxable 
interest therein. CCA-5. Commissioner of 
Internal Revenue, Petitioner v. J. S. Aber- 


‘rombie Company, Respondent, 47-2 ustc 
9301. 


Estate tax: Contemplation of death: Com- 
nunity property transferred.—Early in 1941, 
iecedent’s wife and decedent joined in giving 
80,000 of their community funds to their 
‘wo sons. Decedent was then in his eighty- 
irst year and for thirteen years had suffered 
oN pernicious anemia and other ailments. 
Soon after the gift he was hospitalized for 
Various illnesses and late in the same year 
he suffered a heart attack from which he did 
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not recover. He had made no gifts of con- 
sequence in prior years. It is held that de- 
cedent’s one half of the transferred funds is 
includible in his estate as a transfer in con- 
templation of death. The facts that the sons 
needed capital for a speculative venture, that 
no corresponding gifts were made to dece- 
dent’s daughters, and that the gifts were not 
in line with decedent’s testamentary dispo- 
sition, did not overcome the findings. CCA-5. 
Estate of Albert Patterson Humphrey, De- 
ceased, Joe A. Humphrey, Independent Execu- 
tor, Petitioner v. Commissioner of Internal 


Revenue, Respondent, 47-1 ustc § 10,565. 


Deductions: Gambling losses.—Wagering 
losses are allowed as an offset against gains 
from wagers, even though it was not shown 
that the losing wagers were transactions 
entered into for profit, based on the conclu- 
sion that Code Section 23 (e) does not 
constitute an additional restriction upon the 
allowance of wagering losses under Code 
Section 23 (h). One dissent. 


Affirming in part and reversing in part 


decision of the Tax Court, CCH Dec. 
14,952 (M), 5 TCM 21. CCA-5. Anne P. 
Humphrey, Estate of Albert Patterson 


Humphrey, Deceased, Joe A. Humphrey, In- 
dependent Executor, Irene Humphrey, Layton 
Humphrey and Joe A. Humphrey, Petitioners, 
v. Commissioner of Internal Revenue, Re- 
spondent, 47-2 ustc § 9310. 


Employees’ trust: Discretionary powers 
in trustee: Deductibility of contributions.— 
An employees’ trust established by taxpayer 
for the benefit of its employees and officers 
was not a valid pension trust under the 
provisions of Code Section 165 because of 
the broad discretionary powers granted to 
taxpayer-trustee. Therefore, taxpayer was 
not allowed a deduction under Code Section 
23 (p) for contributions to the trust in the 
years 1940, 1941, and 1942. (This involves 
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Sections 23 (p) and 165 as they existed prior 
to amendment by the 1942 Act.) CCA-5, 
South Texas Commercial National Bank of 
Houston, Petitioner v. Commissioner of In- 


ternal Revenue, Respondent, 47-2 ustc J 9300. 


Gross income: Payments for support of 
minor child: Deductibility—The sum of 
$2,400, earmarked ‘for the support of taxpay- 
er’s minor son by construction of the separa- 
tion agreement between taxpayer and his 
wife, is includible in taxpayer’s gross income 
as Section 22 (k) of the Code does not apply 
to periodic payments for the support of 
minor children. CCA-6. Robert W. Budd, 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent, 47-2 ustc J 9302. 


Basis for gain or loss: Stock warrants 
received for accrued interest in reorganiza- 
tion: Allocation of cost of debentures ex- 
changed: Zero basis where income not 
reported.—Where taxpayers received stock 
purchase warrants in a nontaxable reorgan- 
ization in lieu of accrued interest on deben- 
tures exchanged for stock in the new company, 
it was held that the cost basis of the de- 
bentures must allocated to the stock 
received, with the cost basis of such war- 
rants zero, since none of the accrued 
interest had ever been returned as taxable 
income. The finding of the Tax Court that 
the exchange of stock warrants for the ac- 
rued interest was expressly made a separate 
transaction in the plan of reorganization, 
apart from the exchange of the stock for 
the debentures, was held supported by the 
evidence. 


be 


as 


Affirming the decision of the Tax Court, 
CCH Dec. 15,230, 7 TC 192, reported at 464 
CCH 47530. CCA-8. Lenore Scullin Clark, 
Petitioner v. Commissioner of Internal Reve- 
nue, Respondent. Mercantile-Commerce Bank 
and Trust Company, a Corporation, and Ber- 
nice W. Scullin, Co-executors under the Will 
of Harry Scullin, and Bernice W. Scullin, 
Petitioners v. Commissioner of Internal Reve- 
nue, Respondent, 47-2 ustc 9314. 


Gross income: Exclusions: Transfers of 
life insurance contracts.—The net proceeds 
received by taxpayer creditor in its fiscal 
year ending April 30, 1945, upon insurance 
policies upon the life of its debtor, such 
policies naming the debtor’s wife as bene- 
ficiary and being assigned to the taxpayer 
only to the extent of the indebtedness, are 
not excluded from taxpayer’s gross income 
under Code Section 22 (b), where the amount 
due from the debtor had previously been 
deducted as a bad debt. CCA-8. St. Louis 
Refrigerating & Cold Storage Company, a Cor- 
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poration, Appellant v, Unite 


; d States ; 
ica, Appellee, 47-2 ustc 49208, Am" 


Gross income: Exclusions: 
for injuries or sickness: Dist 
bia firemen and policemen. 
ceived by taxpayers, a Distr 
fireman and policeman disabled in line of 
duty, pursuant to an Act of Congress ap- 
proved September 1, 1916, as amended, are 
not subject to federal income tax. DCD € 
Webster R. Frye and Madelin V. Frye, Plain. 
tiffs v. United States of America, Defendant 
Herman L. Lay and Irene Lay, Plaintif's ts 
United States of America, Defendant, 47.2 
ustc § 9317. 


Compensation 
rict of Colum. 
—Amounts re- 


Amortization deduction: Certificate of 
necessity: Shortened period of application: 
Limitation to percentage of costs: Legality 
of regulations.—A certificate of necessity 
was issued under Code Section 124 to tax- 
payer, engaged in the manufacture of “graphi- 
tar” used in constructing marine and aircraft 
engines, for only thirty-five per cent of the 
cost of a factory addition and other facili- 
ties, and limited to the acquisition thereof 
after the date of letter of predetermination, 
In an action brought by taxpayer to com- 
pel the issuance of a certificate which would 
include the entire cost of all the facilities, 
irrespective of the date of acquisition, it was 
held that the War Production Board had a 
legal right to issue the certificate complained 
of, and that the prescribed regulations, vest- 
ing in the Board a discretion to shorten the 
time for making application in order to meet 
changing conditions, and to limit the amor- 
tization to a percentage of costs, do not 
contravene the statute, but are in accord 
with its intent and purpose. DC D. C. 
United States Graphite Company, Plaintiff v. 
William Averell Harriman, Secretary of Com- 
merce, Defendant, 47-2 ustc § 9299. 


Gross income: Farmers.—Taxpayers’ tax 
for 1943 was recomputed on the basis of 
findings of the District Court. Capital gain 
was realized by taxpayers on the public sale 
of dairy cattle, breeding hogs and machinery. 
Ordinary gain resulted from the sale ot 
other livestock, consisting of hogs and cat- 
tle, grain, fodder, straw, and other farm 
income. DC Ind. Daniel D. Stutzman ond 
Lois J. Stutzman, Plaintiffs v. United States 
of America, Defendant, 47-2 ustc § 9311. 


Prohibition of suit to restrain assessment: 
Suit in equity — Where neither the complaint 
nor the record disclosed any special or & 
traordinary circumstances to justify resort 
to equity, taxpayer’s suit in equity to enjom 
the collector from assessing against it per 
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tries for failure to pay tax on transportation 

Ities ee, : ee 
Si roperty, was dismissed for lack of juris- 
ol p 0 of) T 


aan _Y. John J. Casale, Inc., 
atl y. William J. Pedrick, United States 
Collector of Internal Revenue, Second Dis- 


irict of New York, Defendant, 47-2 USTC 1 9312. 


Gross income: Definition: Corporations: 
Distribution to shareholders before transfer. 
_(On the evidence, the sale of 150,000 shares 
»¢ common stock of Standard Power and 
Light Corporation in 1930 was made by 
Standard Utilities Corporation, which was 
wholly owned by a partnership in which 
taxpayer, an individual, held a 21.345 per 
vent interest. Taxpayer is accordingly held 
‘be taxable upon his share of the resulting 
distribution of profits on the sale as ordi- 
nary income. The partnership having con- 
tracted to sell the shares on behalf of the 
corporation, the court ignores the interme- 
diate step by which the corporation declared 
a dividend of the shares, payable to the 
partnership. One concurrence. One dissent. 
Ct. Cls, Benjamin Guinness v. United States, 
4-2 ustc § 9319. 


TAX COURT 


Deductions: Alimony payments: Separate 

maintenance: Effect of decree nunc pro 
tunc—Pursuant to a separation agreement 
on January 1, 1940, taxpayer paid his wife 
$10,590 in 1942 and $12,411.42 in 1943 for 
her support and that of their son. On July 
1, 194, the Supreme Court of the State of 
New York rendered a decree of separation 
tom bed and board, nunc pro tunc, as of 
january 1, 1940. Taxpayer seeks to deduct 
te payments made to his wife in 1942 and 
43 under Code Section 23 (u). The de- 
ictions are denied because the payments 
tenot made under a decree of divorce 
‘of separate maintenance. The nunc pro 
ic decree of the state court, insofar as it 
‘tempts to determine retroactively the sta- 
is of taxpayer and his wife under Code 
“ctions 23 (u) and 22 (k), is not binding 
jon the Tax Court. Robert L. Daine v. 
mmisstoner, CCH Dec. 15,886. 


Cooperatives : Patronage dividends: De- 
wtibllity—Taxpayer is a corporation or- 
anized under the laws of the State of New 
kin 1913. Taxpayer has authorized cap- 
il stock of $200,000, composed of 2,000 
“ares ot stock. The stockholders in 1940, 
® taxable year, consisted of wholesale 
‘uggists located throughout the United 
‘ates. Each stockholder owned ten shares 
id was limited to such amount. The ob- 
‘tof organizing taxpayer was to reduce 


interpretations 





prices for stockholders by volume buying. 
Taxpayer’s officers consist of an executive 
vice-president and general manager, and a 
secretary and treasurer, who operate under 
the direction of the board of directors. It 
has eight paid employees. Taxpayer enters 
into contracts with various manufacturers 
of drug supplies to furnish certain services 
for an agreed fee. A part of the services 
under the contract requires the cooperative 
effort of the wholesalers. Taxpayer holds 
regular meetings of its stockholders and 
directors. The board of directors, which con- 
sists of stockholders, appoints the officers, 
prescribes and supervises their duties, fixes 
their salaries and controls the distribution 
of funds. Taxpayer has income from other 
sources; it has investments and reserves, 
and the board of directors fixes the amounts 
to be deducted for operating expenses and 
the amount of reserves to be retained for 
emergencies. In its 1940 tax return taxpayer 
deducted the amount of “patronage divi- 
dend” distributed to its shareholders. Tax- 
payer has been filing tax returns of no in- 
come for many years and has never claimed 
to be a corporation exempt under I. R. C. 
Section 101. However, taxpayer claims that it 
functions as a cooperative corporation and is 
merely a collection agency for its stock- 
holders, and, therefore, that it is entitled to de- 
duct the amount of “patronage dividends.” 
The Tax Court held that taxpayer was not 
entitled to deduct the amount of “patronage 
dividends” because (1) taxpayer’s functions 
are more than those of a collection agency, 
except that taxpayer is entitled to enforce 
payment for the services contracted for by 
the drug manufacturers and the payments 
made by the manufacturers to taxpayer be- 
long to it; (2) taxpayer’s principal function 
is to furnish services to the manufacturer as 
specified in its contract; (3) the wholesale 
druggist is under no obligation to the manu- 
facturer; and (4) there is no enforceable 
legal liability on the part of taxpayer to 
make any definite and specific payments so 
as to entitle it to a deduction of the amounts 
distributed as ordinary and necessary busi- 
ness expenses. The court added that tax- 
payer was functioning as a business corpo- 
ration and not as a mere collection agency 
operating as a cooperative corporation. 
Druggists’ Supply Corporation v. Commis- 
stoner, CCH Dec. 15,871. 


Deductions: State taxes: Accrual of New 
York franchise tax.—Taxpayer is a New 
York corporation and files its tax returns on 
an accrual basis for a fiscal year ending 
May 31. Effective March 31, 1944, an 
amended New York State Franchise Tax 
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was provided for. It required taxpayer to 
file a return within four months after the 
close of its fiscal year on May 31, 1944, based 
upon its operations for that year. One half 
was due at that time and the balance the 
succeeding November 15 or within thirty 
days after notice. Taxpayer filed its return 
on September 4, 1944, and paid $1,950.39 
of the tax, and paid the balance of $1,950.38 
on March 2, 1945. Commissioner contended 
that taxpayer could not accrue the whole tax 
for its 1944 federal tax return. The Tax 
Court held that since the tax was fixed by 
taxpayer’s income of fiscal 1944, and the 
obligation to pay was inescapable, the tax 
was accruable on the last minute of that day 
(May 31, 1944). The fact that the tax was 
not yet due would not prohibit its accrual. 
G. C. M. 25202 and U. S. v. Anderson, 1 ustc 
{7 155, 269 U. S. 422, followed. Durst Produc- 
tions Corporation v. Commissioner, CCH Dec. 
15,863. 


Estates and trusts: Net income: Income 
v. corpus payments: Amounts used to pay 
carrying charges on unproductive real 
estate.—Taxpayer, life beneficiary of a 
Pennsylvania trust, in 1942 procured a court 
order holding that the trustee had improp- 
erly paid the carrying charges on unproduc- 
tive realty from trust income instead of from 
principal, and awarding to the life benefi- 
ciaries “out of principal” the amounts so 
used. For 1941, 1942 and 1943 the Com- 
missioner added to taxpayer’s income her 
proportionate share of the awards. The court 
holds that the amounts were properly in- 
cluded in taxpayer’s income; although paid 
from the principal account, they were so 
paid only because in prior years they had 
been erroneously placed there. It is further 
held that distributions which became pay- 
able to taxpayer within the first sixty-five 
days of 1942 were properly included in tax- 
payer’s income, unaffected by the limitation 
of Code Section 162 (d) (4) as to the 
extent that the distributions exceeded the 
current year’s net income of the trust, since 
the payments were not deductible by the trust 
in either 1941 or 1942. Mary deF. Harrison 
Geary v. Commissioner, CCH Dec. 15,879. 


Deductions: Expenses: Nontrade or non- 
business expenses: Legal expenses paid for 
the collection of income.—The trustee paid 

2,500 out of taxpayer’s share of trust in- 
come in 1942 for legal services in procuring 
the court order described supra. It is held 
that this amount is deductible as an ordi- 
nary and necessary expense paid for the 
collection of income. Jbid. 
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Partners and partnerships: Different tax. 
able years: Fiscal v. calendar year: Com, 
putation of partnership profits —Tax a in the - 
an individual on the cash and Cileeder i gave a yor 
basis, sold his interest in Crown Thread lie 
Company, a partnership on the accrual al — 0! 
fiscal year basis ending January 3} sige note, oe 
July 31, 1943, for the net amount of $98 14060 ie for ; 
Taxpayer computed capital gain a this — 
amount on his 1943 return, but did not — 
report any distributive share of partnership ye ag 
profits for the period February 1-July 31 we ye 
1943, on his returns for either 1943 or 1944 pape = 
The Commissioner considered $33,551.47 a payer ual 
the net proceeds of the sale as taxpayer's pie oper 
share of the net income of the partnership ees bo: 
for the period February 1-July 31, 1943, re. a Sons, 
ducing to $64,589.13 the proceeds received : pees 
for taxpayer’s partnership interest, Apply- wich they 
ing this figure to the basis of $62,899.24 hertson me 
he computed a long-term capital gain of ford Asse 
$1,699.89. The court holds that taxpayer's changed tc 
sale of his partnership interest did not con- November 
vert his share of partnership earnings into had been 
capital, and that taxpayer is accordingly | ranch prio 
taxable upon that sum as ordinary income and Culbe 
rather than capital gain. It is further held this occup 
that the income must be reported in 1943,} was advise 
since although the fiscal year of the partner- he had to” 
ship did not end until January 31, 1944, tax-} tp sion for 
payer’s interest was ascertained and paid in} upon went 
1943. was prepa 
Inventory is held to have been included} This docu 
properly in the computation of the partner- § for his sor 
ship profits. Louis Karsch v. Commissioner,} be made | 
CCH Dee. 15,866. the busine 
age, Taxp 
TAX COURT—MEMORANDUM | Sir. 
OPINIONS of these ti 


father we 
Family partnership: Capital and servics: } Except fc 


Proof.—Taxpayer was engaged in the cattle } in the rar 
and ranching business from about 1915 10 F Commissi 
October, 1939, in partnership with one R.. § 194) and 
Coon. They bred and produced pure-bred, § that no y 
registered Hereford cattle. Taxpayer ba § Court hel 
five children: the eldest was twenty-four 0! B the child 
January 1, 1940. During the spring of 1999, & services V 
it was determined to liquidate the herd and}, yajiq , 
dissolve the partnership between taxpaye § that the 
and R. S. Coon because of Mr. Coon's 8 § issots wa 
and health. About October, 1939, taxpaye' fax the j 
offered to purchase the 1,500 remaining @t fi jerived , 
tle from Coon. Coon accepted the offer p10 B ihe use 0 
vided taxpayer would sell his four soma" B iction y 
undivided one-half interest in the herd. On the taxpa 
November 4, 1939, Coon and taxpayer & Bp. 156 
cuted a bill of sale and taxpayer gave hi missioner 
check to Coon in payment for the calle ig 
On November 6, 1939, taxpayer and fis Commissi 
wife executed a bill of sale to thett OE sion ¢ 
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cons covering an undivided one-half interest 
‘na the same cattle. The next day the boys 

ea note to taxpayer Ior their interest, 
ne year from date. To cover additional 
es the sons gave the taxpayer a new 
e one year from date, on January 1, 
949, On back of the note credits were 
given for an overcharge, tor a gut from 
taxpayer, for an amount received from a 
oan made by taxpayer, the balance of the 
note was a gift. A local Dalhart, Texas, 
paper, dated December 2 1939, quoted tax- 
payer in announcing the dissolution of the 
‘oon and Culbertson partnership and the 
‘ture operation of the business by taxpayer 
an his boys under the name of Culbertson 
and Sons. A bank account was opened in 
the name of the taxpayer and his sons upon 
which they could draw. The Coon and Cul- 
hertson membership in the American Here- 
ford Association, at Kansas City, was 
changed to W. O. Culbertson and Sons on 
November 13, 1939. W. O. Culbertson, Jr., 
had been employed as a foreman on the 
ranch prior to the dissolution of the Coon 
and Culbertson partnership and continued 
this occupation after that time. Taxpayer 
was advised that in order to obtain credit 
hehad to have a document authorizing him 
tosign for his minor sons. Taxpayer there- 
upon went to his attorney and a document 
was prepared on or about December 8, 1939. 
This document authorized taxpayer to deal 
for his sons and stated that provision was to 
be made for the boys to establish them in 
the business when they arrived at a proper 
age, Taxpayer later executed a similar docu- 
ment to bring his daughter into the partner- 
hip. Taxpayer’s children were not advised 
{these transactions. They knew that their 
ther would take care of their interests. 
Except for W. O., Jr., the children worked 
ithe ranch when not going to school. The 
Commissioner contends that the income for 
4) and 1941 was taxable to taxpayer and 
that no valid partnership existed. The Tax 
\ourt held that no capital originated with 
the children and that no vital additional 
‘ervices were contributed in order to create 
ivalid partnership. The court also held 
hat the mere fact that bare legal title to the 
Ssets was in the children is not enough to 
ax the income to them. The income was 
erived not from the ownership but from 
Ne use of the assets of the business in con- 
‘ection with the ability and organization of 
He taxpayer. Nelson v. Commissioner, CCH 
Dec. 15,683, 6-TC 764, and Werner v. Com- 
mssioner, CCH Dec. 15,408, 7 TC 39, fol- 
‘owed. William O. Culbertson, Sr. v. 
‘ommsstoner ; Gladys Culbertson v. Commis- 
noner, CCH Dec. 15,874(M). 
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When gross income reported: Accrual: 
Suspense account.—Shortly before his death, 
decedent turned over physical possession of 
certain unendorsed stock certificates to his 
nephew, taxpayer Joseph Eisenberg, who 
is an executor and remainderman under the 
decedent’s will. Joseph Eisenberg claimed 
that the stock was his by gift, and continued 
to hold physical possession of the stock and 
assert his claim of ownership to both the 
stock and the dividends. Dividends were 
received by the executors and were held in 
a “suspense account” pending a final deter- 
mination of Joseph Ejisenberg’s claim. In 
1944 the claim was settled by the surrender 
of the securities by Joseph Eisenberg to 
the estate for a consideration which included 
a portion of the dividends. In that year 
decedent’s estate reported as income the 
total dividends for 1940-1944, less the amount 
representing dividends paid to Joseph Eisen- 
berg. The Commissioner has determined a 
deficiency for 1940 on the ground that divi- 
dends for that year should have been accrued 
as income in that year, but the court holds 
that the facts cast a sufficient doubt upon 
collectibility to warrant postponement of the 
accrual. Estate of Jacob M. Eisenberg, 
Thomas W. Baylek, Joseph Eisenberg and 
Samuel Ratner, Executors and Trusiees v. 
Commissioner, CCH Dec. 15,892(M). 


Deductions: Expenses: Nontrade or non- 
business expenses: Allocation to taxable. 
and tax-exempt income.—Taxpayer claims 
a deduction in 1941 of $3,150 which she 
spent in the maintenance of an office for 
collecting income and paying bills. During 
the taxable year the office collected tax-ex- 
empt income of $3,547.92 and taxable income 
of $4,365.45, or a total income of $7,913.37. 
It is held that the formula prescribed in 
Edward Mallinckrodt, Jr.. CCH Dec. 13,628, 
2 TC 1128, affirmed 45-1 ustc 9134, 146 
F. (2d) 1, cert. denied 324 U. S. 871, should 
be applied, in the absence of evidence of a 
more reasonable basis for allocation of the 
expenses between taxable and tax-exempt 
income. The ratio determined by the Com- 
missioner, 3547.92/7913.37, is approved. 
Mary K. Ellis v. Commissioner, CCH Dec. 
15,859(M). 


Gross income: Employment anniversary 
gift: Amount deductible by employer as 
expense: Gift v. salary—Upon the comple- 
tion of forty years of service, taxpayer, an 
officer of a savings bank with a salary of 
$8,500 per year, was, in accordance with a 
long-standing custom of his employer, given 
recognition by the directors of his long and 
honorable service with the bank by an award 
of $750 and an extra month’s vacation. The 
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sum paid was deducted by the bank as an 
expense, but not as payment for services 
rendered. It was held that the receipt of the 
$750 was taxable to the recipient as compen- 
sation, and was not a gift as claimed. The 
fact that it was voluntary, in recognition of 
past services, and denominated a gift, did 
not necessarily alter this conclusion. Thomas 
L. Grace v. Commissioner, CCH Dec. 
15,891(M). 


Deductions: Bad debts: Ascertainment. 
—Taxpayer was president of Johnson Mc- 
Kim Johnson Company, paint and paint 
products manufacturers. In 1928 taxpayer 
loaned the company $15,000 secured by a 
second mortgage on the company’s plant and 
property. Saxon Trading Company, which 
was owned by taxpayer’s father and in which 
taxpayer owned a minority stock interest, 
held a first mortgage on the plant and prop- 
erty to secure its loan of $40,000. Johnson 
McKim Johnson ceased operating in 1929 
or 1930. After 1930 the property was 
the only hope of taxpayer’s realizing any- 
thing on his debt. Continuous efforts were 
made to sell the property but were without 
avail. An attempt to sell in 1936 for $45,000 
was unsuccessful. The property was finally 
sold in 1941 for $18,000. Taxpayer brought 
in an expert, who testified that the property 
was worth $52,500 on January 1, 1941. Tax- 
paver contended that the debt was ascer- 
tained to be worthless in 1941, and that 
under the law in effect in 1941 he was per- 
mitted a deduction. The court held that 
the debt became worthless prior to 1941 in 
view of the evidence. Further, the expert’s 
testimony is not the best evidence of the 
property’s value; sales are regarded as more 
reliable evidence. Finally, Code Section 
23 (k) was amended in 1942 retroactively to 
cover 1941, and the criterion is whether the 
debt became worthless in the taxable year. 
Philid E. Haebler and Elsie R. Haebler v. 
Commissioner, CCH Dee. 15,858(M). 


Deductions: Expenses: Engaged in trade 
or business: Concert singer: Estimation of 
expenses by Tax Court: Expenses of for- 
eign income.—Taxpayer is an opera and con- 
cert singer of international fame. During 
1937 she sang without pay at several concerts 
for charity, and elsewhere, in order to keep 
in front of the public eye. She made a con- 
cert tour of Europe during the taxable year 
1938. She left from New York on April 22, 
1938, and left for the United States from 
Paris on October 19, 1938. Taxpayer con- 
tended that she was in the business of giving 
concerts. and, that she should be allowed de- 
ductions for advertising ; entertainment of con- 
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cert managers; traveling expense 
concert; salaries and f 
panist, flutist, professional Coaches, maid and 5 cO 
secretary; an office; special music; special [Oe 
theatrical costumes and make-up, During these \t a" -, 
taxable years taxpayer's expenses greatly «., | 0 
ceeded her income. The Tax Court hel able—taxPay 
that taxpayer was engaged ina business and ng 
that her expenses were proper business ex. sarees “itl 
penses. However, the court held that since — in 
the proof of the expenses was inadequate. it open pl 
estimated that taxpayer’s expenses were $410) pa 
for 1937 and $5,530 for 1938. The Tax |e nat t 
Court did not allow deduction for expenses pate? 


) J that taxpayé 
incurred while taxpayer re Ye 
axpayer toured Europe, does not esté 


no closed t 


€nses to place oj 
fees ot Planist, accom. 


the trust 10r 
income. he 


The Commissioner contended that if the 
court held contrary to his contention on the | rust agreet 
above point, then the deductions for the year aia 
1938 must be disallowed under Section 116 va is, she 

e that 1S, 5 
(a) of the 1938 Revenue Act. Taxpayer and the tr 
contended that Section 116 was an elective ‘aaa were 
section: that is, it was inapplicable since tay- with its pr 
payer elected to exclude foreign income. constitute 
The Tax Court held that this section was ceived Wel 
not elective and that the deductions of the | : . 





n liew of 
amounts allocable to exempt income are not of the cor 
allowable. a 

Th ‘ Laxpay' 

Taxpayer advanced the contention that |. ate 

. ° . ‘ should D 

she was engaged in a business involving | ~ < 

. , Section 1 

both capital and personal services; there- _ cane 
: . a Taxpay 
fore, her only “earned income” was twenty = 

° 4s i i, .- Ft taxable y' 

per cent of the “net profits” of such business. hon h 

The Tax Court held that as her income was |“ oly 

from professional services, all of it, not J ¢ ‘He 

¢ c tha’ 

merely twenty per cent of net profits, was : 

ae : ‘ - # come we 

earned income. Frieda Hempel v. Comnw- sailed 

stoner, CCH Dec. 15,888(M). distribut 


Gross income: Income from a trust aris- } !3/, an 
ing out of a breach of contract.—In 1926 tax- J ‘istribut 
payer entered into a contract with H, which 


provided that she would not accept any _ Creal 
professional engagements requiring her to a Co 
be away from New York City for more than itled 7 
two days at a time during the rest of her pe : 
life, and that she would sing for H’s chari a nt 
able organizations whenever requested to do re wire 
so. H agreed to pay her $48,000 annual oe 
H breached the contract after the firs #°™ 
quarterly payment. Taxpayer sued him. In Dedu 
lieu of the judgment and other conside™ J jaime, 
tions, H, in 1928, set up a trust to pay her eat 
$15,000 annually for the rest of her naturd nelle 


life. H stopped payments fron the trust 
1935, and taxpayer sued H and the trustets 
In 1937 she received the sum of $19,751.81 
settlement of that suit. The net amoutl 
was $15,555.62 and the Tax Court added 
this $1,500, which represented attorneys 
fees. Taxpayer contends that the sum 0 
$17,055.62 ($15,555.62 plus $1,500) should no 


be added to income, and that the income from 


Intery 





Place of 
accom. 


laid and 
and axpay 


re trust for 1938 should not be included in 
‘ome, The TAX 


Court held, in response to 
ane contentions, that (1) the mere fact 
Special aaa was received in satisfaction of a 
Ing these see nt does not render the amount nontax- 
atly ex. oe saeenet's income was derived from liv- 
Irt held pare to . contract; (2) taxpayer did not 


less and surrender any personal rights by her original 















less ex- | tract with H—this was evidenced by sub- 
at since ona agreements and the court felt that 
uate, it pasts entered into a bilateral contract of 
"e $4100 inet with H: (3) there was no evi- 
he Tax pass“ taxpayer lost good will and the fact 
XPenses re taxpayer had made money in former years 
‘ope, ‘oes not establish any good will; (4) there was 
t if the } no closed transaction—by virtue of the 1928 
| On the nt agreement, there was created a bilateral 
he year contractual relationship between the parties, 
10n 116 | shat is, she agreed to perform certain acts 
ixPayer | and the trust was to continue until her ac- 
elective tions were such as to bring her in conflict 
ice tax- | with its provisions; (5) the payments did not 
come. | constitute a gift; and (6) the amounts re- 
On Was } ceived were received not as an annuity, but 
of the | + lieu of taxpayer’s continued performance 
are not | of the contract. 
n that | Taxpayer further urged that the amounts 
voliine s ld be taxable when distributable under 
there. } section 162 (b) of the 1936 Revenue Aict. 
twenty | Lexpayer received the amounts during the 
ineiie taxable year from judgments, and the trust 
wa nies ad no income in 1936; hence, there is no 
ae problem of distribution. lhe trust provided 
s, on that H was to Pay taxpayer i the trust mn- 
ommis- come was insufficient; therefore, since the 
trust had no income, there was no money to 
istribute. Further, H paid the sums in 
st aris- § 1937, and the money cannot be regarded as 
26 tax- § (istributable by the trust. Ibid. 
which ; 
a Credits: Dependent niece: Proof.—The 
> | Jax Court held that taxpayer was not en- 


her to 


titled to a $400 dependency credit for her 
niece for the years 1937 and 1938 because 
she failed to show that the amounts she con- 
tributed constituted more than one half of 
the niece’s support. The niece resided in 
Germany with her foster mother. Ibid. 





Deductions: Interest: Proof.—Taxpayer 
‘laimed a deduction for the payment of in- 
rest on a loan. The only evidence was 
‘estimony of payment. The Tax Court held 


ustees 


that since there was no proof of contractual 
obligation on the part of taxpayer to pay 
interest on the money alleged to have been 
borrowed, taxpayer is not entitled to a de- 
duction. Ibid. 


Failure to file return: Penalty.—Tax- 
payer admitted that the late filing of her re- 
turn for 1937 was not due to a reasonable 
cause. Commissioner during trial moved to 
increase the penalty to twenty-five per cent 
instead of the ten per cent penalty asserted 
in the deficiency determination. The Tax 
Court held that the ten per cent penalty ap- 
plied because of the failure of the Commis- 
sioner to amend his pleadings relating to the 
penalty within the time prescribed by the 
court. Ibid. 


Determination of gain or loss: Valuation 
of intangibles: Good will: Personal ability. 
—In 1929 David Ripley & Sons and W. 
Frank Hopping, Inc., were incorporated, 
taking over a business which had been in 
existence for about 100 years. The cor- 
poration specialized in the sale of long-leaf 
yellow pine. Its success was largely attribut- 
able to the skill, ability, experience and 
business acquaintances of its two principal 
officer-stockholders, William C. Ripley and 
taxpayer W. Frank Hopping. The clientele 
of the corporation was limited, it had not 
built an extensive following by means of 
advertising, and it did not receive any signifi- 
cant amount of business by reason of its 
location. In 1941 the corporation was dis- 
solved and its tangible assets were dis- 
tributed to its stockholders (among whom 
were taxpayers). The Commissioner has 
added to each taxpayer’s gross income his 
allocable portion of the good will of the 
corporation, which has been determined to 
be $109,384.60, computed by the capitaliza- 
tion of earnings method. The court holds 
that although the personal ability of the cor- 
poration’s two principal office-stockholders 
did not constitute good will, the corporation 
possessed good will aside from that ability. 
On the evidence, it held that the corpora- 
tion distributed good will of the value of 
$10,000. Richard A. Hopping v. Commis- 
stoner; W. Frank Hopping v. Commissioner; 
Bruce S. Hopping v. Commissioner, CCH Dee. 
15,868(M). 


ir 
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STATE TAX 


ALABAMA 





September 1 


Automobile dealers’ report due. 


September 10—— 
Alcoholic beverage report of wholesalers 
and distributors due. 


Alcoholic beverage report and tax of pub- 
lic service licensees due. 


Automobile dealers’ report due. 


Tobacco stamp and use tax report ‘and 
payment due. 


Tobacco wholesalers’ and jobbers’ report 
due. 


September 15—— 


Carriers’, warehouses’ and 
gasoline tax report due. 


transporters’ 


Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Income tax third installment due. 

Motor carriers’ mileage report and tax 
due. 

Oil and gas conservation tax return and 
payment due. 

Oil and gas production tax report and 
payment due. 





September 20 
Automobile dealers’ report due. 


Coal and iron ore mining tax report and 
payment due. 


Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


Jasper occupation tax return and payment 
due. 


Lubricating oils tax report and payment 
due. 


Motor fuel tax report and payment due. 
Sales tax report and payment due. 


ARIZONA 





September 1 
Express companies’ report due. 
Private car companies’ report due. 


September 5—— 


Alcoholic beverages licensee’s report due. 
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September 10—— 







Wholesalers of malt, vinous and spirita) 
ous liquors report and Payment due 
September 15—— 
Gross income report and payment due 
Use fuel tax report and Payment due 
September 20-—— 


Motor carriers’ report and tax due. 


September 25 


Motor vehicle fuel distributors’, whole. 
salers’ and carriers’ report and payment 
due. 











ARKANSAS 
September 10 
Alcoholic beverages report due. September 
Motor fuel carriers’ report due. Alcoholic 
Statement of purchases of natural resources, due. 
Motor cat 
September 20-—— | 
7 : September 
Gross receipts tax report and payment due. awen 
Natural resources severance tax report 
and payment due. September 
Use fuel tax report and payment due. Sales tax 
Use tax 
September 25—— 
‘ September 
Motor fuel tax report and payment due. a 3 
Coal min 
Coal ton 
CALIFORNIA September 
September 1 Diesel f 
Common carrier distilled spirits tax re- Gasoline 
port and payment due. 
Gasoline tax report and payment due. 
September 15—— Septembe: 
Beer and wine report and tax due. Domest 
Bank and corporation franchise tax sec- tax d 
: Gasolin 
ond installment due. 
Common carriers report of alcoholic bev- | Septembe 
erages imported due. Gasolin 
Corporation income tax second installment Gasolir 
due. - ‘eptembe 
Distilled spirits report and tax due. Aleohe 
Use fuel tax report and tax due. ment 
September 20—— Septemb: 
Motor carriers’ gross receipts report and Corpo 
tax due. and 
TAXES— The Tax Magazitt § State T; 
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DELAWARE 
September 15—— 


Filling stations’ gasoline tax report due. 
Manufacturers and importers of alcoholic 

















Diritu- 
ue. beverages report due. 
September 30 
ue. Distributors’ gasoline tax report and pay- 
ue. ment and carriers’ report due. 
DISTRICT OF COLUMBIA 
September 10—— 

Licensed manufacturers, wholesalers or 
rhole- retailers of alcoholic beverages report 
ment due. 

Licensed manufacturers’ and wholesalers’ 

of beer report due. 
September 15—— 
COLORADO Beer tax due. 
September 5—— 
Alcoholic beverage manufacturers’ report September 25—— 
urces, due. ies Gasoline tax report and payment due. 
Motor carriers’ tax due. 
September 30—— 
September 10-—— , ; : 
t due. a Bank gross earnings tax semi-annual in- 
leit Motor carriers’ report due. stallment due (last day). 
| September 14— Property tax semi-annual installment due 
lant — td (last day). 
" aig a soi : ir pay sti ~ Public utility tax semi-annual installment - 
se tax report and payment due. due (last day). 
a September 15—— 
' | Coal mine owners repor 
Coa mine ow ners report due. FLORIDA 
Coal tonnage tax and report due. 
; September 1 
wpremaber 2 Auto transportation companies’ report and 
Diesel fuel tax report and payment due. tax due. 
cre- | Gasoline tax report and payment due. 
September 10. 
- Agents’ and wholesalers’ cigarette tax re- 
CONNECTICUT port due. 
September 1—— Manufacturers’ and dealers’ alcoholic bev- 
Domestic insurance companies’ premiums erages report and tax due. 
ser- tax due 
sec : 


September 15—— 

Dealers’, importers’ and carriers’ gasoline 
; report due. 
Gasoline tax report due. Gasoline tax report and payment due. 


Gasoline tax due. 


bev- J September 15—— 





ment Gasolin oT , ; : 
, me use tax report and payment due. Motor vehicle fuel use tax report and pay- 
september 20 ment due. 
Alcoholic beverage tax return and pay- Transporters’ and carriers’ alcoholic bev- 
ment due. erage report due. 
September 30—— September 25 
an ‘ : ; , 
Corporations organized between July 1 Oil and gas production tax report and 
and December 31 report and fee due. payment due. 
zine 


State Tax Calendar 761 






























































GEORGIA 
September 10—— 


Cigar and cigarette wholesale dealers’ re- 
port due. 


Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


September 15—— 


Income tax third installment due. 
Malt beverage tax report due. 


September 20—— 
Gasoline tax report and payment due. 





IDAHO 
September 1 
Franchise license tax and statement due 
(last day). 


September 15 





Beer dealers’, brewers’ and wholesalers’ 
report due. 

Cigarette wholesalers’ drop shipment re- 
port due. 

Electric power companies’ report and tax 
due. 

Gasoline tax report and payment due. 

Income tax second installment due. 





September 25 


Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 


ILLINOIS 
September 1 





Cook County real property tax semi-an- 
nual installment due. 


Private car lines’ property tax semi-an- 
nual installment due. 


Real property tax semi-annual installment 
due. 


September 10 





Motor carriers’ mileage tax due. 


September 15—— 
Alcoholic beverage tax report due. 
Cigarette tax return due. 
Public utilities’ report and tax due. 
Sales tax report and payment due. 


September 20—— 
Gasoline tax report and payment due. 


September 30 


Gasoline transporters’ tax report due. 
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INDIANA 
September 
Pp ber 1 September j— 
Alcoholic vinous beverage tax due. sank deposi 
Fire insurance companies’ semi-annual “ 


i rty tax 
premium tax due. Proper": 


September 10—— September 2— 





: —— stored distil 
Cigarette distributors’ interstate business wea 
report due a September 10- 
September 15—— Amusement 
a tax due. 
Alcoholic vinous beverage tax due. Cigarette V 
Cigarette distributors’ drop shipment re- Distilled hi 
_Port due. a paym 
Fuel use tax report and payment due. Refiners’ a 
September 20 port due. 
Bank and trust companies’ intangibles tax | September 15 


report due. 

Bank and trust companies’ share tax re- 
port and payment due. 

Building and loan associations’ intangibles 
tax report and payment due. 


September 25—— 


Distributors’ and carriers’ gasoline tax re- 


Alcoholic | 
Fuel use te 
Passenger 
Public util 

and pay! 


September 2 





Oil produ 
port and payment due. due. 
Fuel dealers’ fuel use tax report and pay- 
ment due. September 3 
Dealers’ a 
port anc 
IOWA 
September 1 
3ank share tax second installment due. 
September ‘ 
September 10—— t 
; , obacco 
Carriers’ gasoline tax report and tax due. 
Class “A” permittees’ beer tax report and September 
payment due. Importer 














Importet 
September 20 iter 
Gasoline tax report and payment due. Importer 
Importe: 
KANSAS September 
September 10 Carriers 
Malt beverage report due. Carriers 
Carriers 
September 15 Carriers 
Carriers’ gasoline and fuel use tax report Commo 
due. day). 
Compensating tax report and payment due. | Intoxicz 
Motor carriers’ gross ton mileage tax ft Boyar 
port and payment due. Sott dri 
Tobace 
September 20—— 

Sales tax report and payment due. septembe 
Use fuel report and payment due. = 
ue, 

September 25—— Dealer: 
Gasoline tax report and payment due. due. 
August, 1947 e TAXES — The Tax Magazint & State Ta 
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KENTUCKY 


September 1— 
Bank deposit tax due. 
Property tax return due. 


September 2— 
Sored distilled spirits tax due. 


September 102-— 

Amusement and entertainment report and 

tax due. 

’ . - 

Cigarette wholesalers’ report due. 

Distilled liquors blenders and rectifiers’ 

tax payment due. 

Reiners’ and importers’ gasoline tax re- 

port due. 
September {5—— 

Alcoholic beverage report due. 

Fuel use tax report and payment due. 
Passenger carriers’ mileage tax due. 

Public utilities’ gross receipts tax report 

and payment due. 
September 20-—— 

Qil production tax report and payment 

due. 


September 30-—— 
Dealers’ and transporters’ gasoline tax re- 
port and payment due. 


LOUISIANA 
September 1—— 


Tobacco wholesalers’ report due. 


September 10—— 


Importers’ gasoline tax report due. 
Importers’ kerosene tax report and pay- 
ment due. 

Importers’ light wine and beer report due. 
Importers’ lubricating oils report due. 





September 15——— 


Carriers’ gasoline tax report due. 

Carriers’ kerosene tax report due. 

Carriers’ light wine and beer report due. 

Carriers’ lubricating oils report due. 

Lommon carriers’ special fee due (last 
day). 

Intoxicating liquor manufacturers’ and 
dealers’ report due. 

Soft drink wholesalers’ report due, 

Tobacco wholesalers’ report due. 


September 20 


— gasoline tax report and payment 
ue, 


= kerosene tax report and payment 
due, 


State Tax Calendar 


Dealers’ lubricating oils tax and report 
due. 

Fuel use tax report and payment due. 

New Orleans sales and use tax report and 
payment due. 

Petroleum solvents report due. 

Sales and use tax report and payment due. 

Wholesale dealers’ light wine and beer tax 
report due. 


MAINE 
September 1 


Franchise tax due. 


September 10 
Malt beverage manufacturers’ and whole- 
salers’ report due. 
September 15 
Railroad and street railroad tax due. 
Use fuel tax report and payment due. 
September 30 


Gasoline tax report and payment due. 


MARYLAND 
September 10 
Admissions tax payment due. 
Income tax third installment due. 
September 30-—— 


Beer tax report and payment due, 

Gasoline tax report and payment due. 

Purchasers of cargo lots of motor fuel re- 
port due. 


MASSACHUSETTS 
September 10—— 


Alcoholic beverage excise tax report and 
payment due. 
Meals excise tax report and payment due. 
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September 20—— 
Cigarette tax report and payment due. 


September 30—— 
Motor fuel tax report and payment due. 


MICHIGAN 
September 5—— 


Carriers’ gasoline statement due. 


September 10—— 
Common and contract carriers’ report and 
fee due. 
September 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
September 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 

Gas and oil severance tax report and pay- 
ment due (last day). 


MINNESOTA 





September 1 
Railroads’ gross earnings tax semi-annual 
installment due. 
September 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
September 15—— 
Income tax installment due. 
Interstate motor carriers’ mileage tax due. 
September 23 


Distributors’ gasoline tax report and pay- 
ment due. 

Specia] use fuel tax report and payment 
due. 





MISSISSIPPI 
September 5—— 


Factories’ report due. 


September 10—— 
Admissions tax report and payment due. 


September 15—— 


Carriers’ gasoline tax report and payment 
due. 

Income tax third installment due. 

Manufacturers, distributors and whole- 
salers of tobacco report due. 

Retailers, wholesalers and distributors of 
light wine and beer report due. 
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Sales tax report and Payment due 
Timber severance tax re 
due. 


Use fuel tax report and Payment due 
Use tax report and payment due. 
September 20—— 
Gasoline distributors’, refiners’ 
cessors’ report and payment d 
September 25 
Oil severance tax and report due. 


port and payment 


and pro- 
ue, 





MISSOURI 
First Monday 


St. Louis merchants’ and manufacturers’ 
ad valorem license tax due. 








September 5 

Non-intoxicating beer permittees’ report 
due. 

September 10 


Oil inspection tax report and payment 
due. 

Receivers of petroleum products report 
due. 


September 15—— 
Alcoholic beverage sales report due, 
Retail sales tax report and payment due, 
September 25—— 
Use fuel tax report and payment due. 


September 30 


Gasoline distributors’ report and payment 
due. 

Soft drinks manufacturers’ report and 
payment due. 








MONTANA 





September 1 


Moving picture theatre licenses issued 
and tax due. 





September 15 


Brewers, wholesalers and transporters of 
beer report and payment due. 
Carriers’ gasoline tax report due. 
Electric companies’ report and tax itt 
Gasoline tax report and payment due 


September 20—— 


Producers, transporters, dealers and tt 
finers of crude petroleum report due 


September 30—— 
Express companies’ tax due (last day). 
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| September , 


Fire insu! 
tax sect 
Real prof 


September 


Alcoholic 

wholes: 
Carriers’ 
Gasoline 


September 
Liquor re 


September 
Carriers” 
Manufac’ 

bevera 


September 


Dealers’ 
due. 
Fuel use 


September 


Manufac 
bevera 
ment « 


September 
Use fuel 


September 
Motor ft 


September 


Public 1 
report 


September 
Busses | 
due. 
Busses 
and ta 
Jitneys 
report 


September 


Alcohol 
Tetail 
tax di 
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NEBRASKA 


ment sytember 1— . 

Fire insurance companies gross premiums 
} tax second installment due. 

Real property tax second installment due. 


lue, 


d pro- September _— ; , 
' Alcoholic beverage manufacturers’ and 
wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


NEVADA 
September 1Q0-—— 


turers] Liquor report by out-of-state vendors due. 
September 15—— 
Carriers’ gasoline tax report due. 
Teport} \anufacturers’ and importers’ alcoholic 
beverage report due. 
, September 25—— 
yment : 
. Dealers’ gasoline tax report and payment 
report due. ; 
Fuel users’ tax report and payment due. 
e, NEW HAMPSHIRE 
nt due. f September 10—— 
Manufacturers’ and wholesalers’ alcoholic 
ee beverages report due; wholesalers’ pay- 


ment due. 





September 15 


ayment é 
Use fuel tax report and payment due. 


rt and 


September 30-——— 
Motor fuel report and tax due. 


NEW JERSEY 

issued September 1—— 
Public utilities’, using the public streets, 
report and tax second installment due. 


ters of September 10—_ 

Busses (interstate) report and excise tax 
= due, 
~ “§ Busses (municipal) gross receipts report 
t due, and tax due. 

Jitneys in municipalities—gross receipts 

Teport and tax due. 

and re 
t due. BSeptember 29 


Alcoholic beverage retail consumption and 


retail distribution licensees report and 
tax due, 
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September 30 


Carriers’ gasoline tax report due. 
Distributors’ gasoline report and payment 
due. 


NEW MEXICO 





September 1 
Express companies’ report due. 


September 15—— 


Occupational gross income tax report and 
payment due. 

Oil and gas conservation report due. 

Severance tax and report due. 


September 20—— 
Motor carriers’ report and tax due. 
Pipe line operators’ license tax due. 
September 25 


Gasoline tax report and payment due. _ 
Use or compensating report and payment 
due. 





NEW YORK 





September 1 
Bank income tax report and payment due. 


September 20—— 
Alcoholic beverage tax and report due. 


September 25—— 


New York City conduit companies’ tax 
and report due. 

New York City public utility excise re- 
turn and payment due. 

Publie utilities’ additional tax and report 
due. 


September 30—— 
Gasoline tax report and payment due. 


NORTH CAROLINA 
September 10—— 
Carriers’ gasoline tax report and payment 
due. 
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Distributors and bottlers of unfortified 
wines report and payment due. 
Railroads’ alcoholic beverage report due. 


September 15—— 


Income tax third installment due. 
Sales tax report and payment due. 
Spirituous liquor tax due. 

Use tax report and payment due. 


September 20—— 
Distributors’ gasoline tax report and pay- 
ment due. 
Use fuel tax report and payment due. 


NORTH DAKOTA 
September 10—— 


Cigarette distributors’ report due. 


September 15 


3eer tax report and payment due. 
Gasoline tax report and payment due. 
Income tax third installment due. 
Interstate motor carriers’ tax due. 





September 25 


Use fuel tax report and payment due. 





OHIO 





September 1 
Railroad, street, suburban and interurban 
railroads’ excise tax return due. 
September 10—— 


Admissions tax report and payment due. 

Cigarette wholesalers’ report due. 

Class “A” and “B” permittees’ alcoholic 
beverage report due. 


September 15 





Cigarette use tax and report due. 





September 20 


Dealers’ gasoline tax report due. 
Grain -handling tax semi-annual install- 
ment due. 
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Intercounty corporations’ 
sonal property tax due. 
Personal property, tangible and int 


September 2: 
Gasoline té 


tangible per. 









angible 
tax semi-annual installment due _ 
I 
September 30-—— ber I 
+ . ’ be r 
Carriers’ gasoline tax report due. ye 
Gasoline tax due. yet 
report d 


\alt bever 


OKLAHOMA 





September 1 
Employer: 





September 5 





Operators’ report of mines other than source | 
coal due. tax due. 
\anufactt 

September 10—— port an¢ 


Airports’ gross receipts report and tax Philadelpt 








due. due. 
— beverage report and payment September ¢ 
Cigarette wholesalers’, retailers’ and Gasoline | 
vending machine owners’ report due, 
September 15—— 
Carriers’ mileage tax report and payment § September - 
due. Manufact 
Dealers’, retailers’ and carriers’ gasoline due. 
tax report due. 
Income tax third installment due. September 
Sales tax report and payment due. (asoline 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. ; 
September 20 September 
Carriers’ use fuel tax report due. Admissio 
Coal mine operators’ report due. Alcoholic 
Distributors’ gasoline tax report and pay- and ad 
ment due. Power te 
Rural electric cooperatives’ property tax (ay). 
return and tax due. (eptember 
Use fuel tax report and payment due. Leaaee' 
Use tax report and payment due. Property 
September 30—— September 
Oil, gas and mineral gross production J Dealers’ 
report and payment due. Gasoline 
Users of 
due, 
OREGON 
September 10—— 
Oil production tax report and payment batatibes 
due. 
Motor ¢ 
September 20 Rural e] 
Alcoholic beverage tax report and pay 9 
ment due. september 
Motor carriers’ report and tax due. Intersta 
Use fuel tax report and payment due. due, 
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t- September 2 
Gasoline tax report and payment due. 
Jao 


PENNSYLVANIA 


September 10-— 
Importers of spirituous and vinous liquors 


report due. 
\falt beverage report due. 


September 15-—— 

Employers’ return of tax withheld at the 
source under the Philadelphia income 
tax due. 

\lanufacturers’ alcoholic beverage tax re- 
port and payment due. 

Philadelphia income tax third installment 
due. 


September 30-—— 
Gasoline tax report and payment due. 


RHODE ISLAND 
September 10 


\anufacturers’ alcoholic beverage report 
due. 


September 15 
Gasoline tax report and payment due. 


SOUTH CAROLINA 
September 10-——— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ report 
and additional tax due. 
Power tax return and payment due (last 
day). 


‘eptember 15 


Income tax third installment due. 
Property tax installment due. 


September 20 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil tax return and payment 
due, 


SOUTH DAKOTA 
eptember 1 


Motor carriers of passengers tax due. 
Rural electric companies’ utility tax due. 
September 10 


_ motor carriers’ report and tax 
ue. ue, 


gazin¢ State Tax Calendar 


September 15 
Alcoholic beverage sales report due. 
Carriers’ gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax report due. 
Use fuel tax report and payment due. 


September 20 
Passenger mileage tax due. 


September 30 
Bank excise 
ment due. 
Dealers’ gasoline tax report due. 


income tax second install- 


TENNESSEE 
September 1 


3uilding and loan associations’ license tax 
report and payment due. 

Insurance companies’ premiums tax and 
report due. 


September 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


September 15 
Carriers of use fuel report due. 
Users of fuel report due. 


September 20—— 
Distributors’ gasoline tax report and. pay- 
ment due. 
Liquid carbonic acid gas tax due. 
Oil production tax report and payment 
due. 
Sales and use tax report and payment due. 
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TEXAS 
September 15—— 


Motor carriers’ special fee due. 
Oleomargarine dealers’ report and tax 
due. 


September 20—— 


Carriers’ motor fuel tax report due. 

Motor fuel tax report and payment due. 

Users of liquefied gases and liquid fuel 
tax report and payment due. 


September 25—— 

Carbon black production tax report and 
payment due. 

Cement distributors’ tax report and pay- 
ment due. 

Natural gas production tax report and 
payment due. 

Prizes and awards of theatres tax report 
and payment due. 


September 30-—— 
Oil production tax report and payment 
due. 


UTAH 
September 10—— 


Carriers’ use fuel tax report due. 
Liquor licensee report due. 


September 15—— 


Excise (income) tax third installment due. 
Sales tax return and payment due. 

Use fuel tax report and payment due. 
Use tax return and payment due. 


September 25 


Carriers’ gasoline tax report. due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 





VERMONT 
September 10—— 


Alcoholic beverage tax report and pay- 
ment due. 
Property tax installment due. 


September 15 


Corporation income tax third installment 
due. 


Electric light and power companies’ re- 
port and tax due. 


Express and telegraph companies’ report 
due. 


Personal income tax third installment due. 
Railroad and telephone companies’ prop- 
erty tax report due. 
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September 30——_ 


Gasoline tax report and payment due 


VIRGINIA 
September 10—— 


Beer dealers’, bottlers’ and manufacturers’ 
report due. 


September 20—— 
Carriers’ gasoline tax report due. 
Use fuel tax report and payment due. 


September 30—— 
Gasoline tax report and payment due. 


WASHINGTON 
September 10—— 
Brewers and manufacturers of malt 


products report due. 


September 15—— 


Butter substitutes 
due. 


report and payment 


Cigarette wholesalers’ report of drop ship- 


Washi 

ments due. Michi 
Gross income tax return and payment due. 
Public utilities gross operating tax report ah 
and payment due. An At 
Sales tax report and payment due. Share 
Seattle occupation tax report and pay- Fittin 
ment due. Involt 
Use tax report and payment due. T 
Vancouver occupation tax report and pay- The ] 
ment due. Taxat 
Wholesalers’ cigarette drop shipment re- A 
port due. Dono 
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